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Stockbrokers’ Accounts 
By Goutp McIntosH 


While the principles of stockbrokers’ accounting are simple 
enough and the ascertainment and verification of the financial 
position of stockbrokerage houses easy, the subject is so sur- 
rounded with mystery that a deplorable lack of understanding of 
stockbrokerage accounts exists among accountants, and especially 
among both the legal profession and the public at large. This 
lack of understanding, especially on the part of the latter two 
classes, has been emphasized during the existence of the unfor- 
tunate conditions arising from the recent numerous failures of 
Wall-street brokerage houses and at present there is a widespread 
demand that the public be better protected in its dealings with 
stockbrokers. As a result thereof, on May 11th the New York 
curb market, following the adoption of a similar ruling by the 
New York stock exchange, adopted this resolution: 


“Resolved, That regular and associate members of the exchange and 
firms registered thereon having deposit liabilities or carrying margin 
accounts for customers or other members of the exchange shall furnish 
to the committee on complaints, at the request of said committee, a 
statement of the condition of such member or firm, in such form as shall 
be prescribed by the committee, and that such statement may be called 
for in the discrimination of the committee at any time and shall be called 
for not less than twice in each calendar year.” 


On the same day, Seymour L. Cromwell, president of the 
New York stock exchange, during the course of an address to 
members of the Philadelphia stock exchange, said: 

“I sometimes feel that brokers and their business are enshrouded in too 
much mystery and misunderstanding. There is a crying need for the inter- 
pretation of the stock exchange to the public. ystery begets suspicion 
and distrust, and until we find a way to give the public a proper under- 


standing of our institution so long will we encounter hostility born of 
ignorance.’ 


It has even been urged by the New York district attorney that 
the exchanges should be incorporated and that stockbrokers should 
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be controlled by a licensing system. In expressing his opposition 
to the promulgatior. of such laws, Mr. Cromwell said: 


“I believe that the New York stock exchange has but one great obli- 
gation, and that is its obligation to the public. I believe, and I shall believe 
until I am persuaded otherwise, that the obligation to the public can be 
best discharged through the continued ability of its governing committee 
to exercise power commensurate with its responsibility to the public. 

‘L believe that the one enemy that the bucket-shop really fears is the 
stock exchange; that the only effective work done against the bucket-shops 
has for many years been done by the stock exchange; that we are the 
last bulwark against these swindlers of the public; that if political control 
is injected into the situation such a condition as exists today in Montreal 
will exist in New York and spread throughout the country. 

“In Montreal in an incorporated exchange, working really under the 
old Napoleonic code, an attempt to discipline members for fraud is a farce: 
members are fined and do not pay; members take into partnership with 
them people of bad reputation and the exchange is helpless to prevent it. 

“Who can there be really to believe that the sinister power which in 
times past brought such enormous profits to a vicious political ring, through 
the control of gambling houses, race tracks and liquor interests, would not 
in the same way bring vast profits to them also through their taking over 
the control of a legitimate business like the New York stock exchange, 
through interference with the authority of its officials dragging it down to 
the same plane as that of many of the outside brokers, who, after all, 
are on a par with the ‘easy money’ business that separates the public from 
its money? 

“What are the qualities of the stock exchange which must be so jealously 
guarded? First, that it is the one great organized market. Second, the 
stock exchange is conceded to be a standardizer of values and thus takes 
rank as a creative agency for business through continually bringing in- 
vestors in touch with market opportunities. Third, the exchange provides 
immediate negotiability for the greater part of the nation’s investments. 
The American stock and bond certificates listed on the New York stock 
exchange are estimated to represent more than one-tifth of the wealth 
of the United States, which thus becomes a liquid asset. 

“The bills against the passage of which the exchange has protested 
would have thrown open the dealing in securities practically unmolested 
to those very people we feel should be ruthlessly driven out of business. 
The very politicians who claim to have the same object in view would be 
granting personal licenses to brokers at a nominal cost, practically giving 
them a badge, which would carry with it in the minds of the public a 
guaranty of honesty from the state.” 


Citing the recent bankruptcy of a firm, which failed owing 
its customers $4,000,000, Mr. Cromwell declared that after the 
exchange had removed its ticker from the firm’s offices, prior to 
the failure, politicians of all ranks and of various parties seemed 
suddenly to rally to the defense of these men. 

“Is this not evidence,” he asked, “that these very people 
against whom the law would have been aimed could easily have 
obtained a license? 

“It comes back to the old idea,” he added, “that it is impos- 
sible to create character by legislation; and a leveling down of 
the standards of honesty would be a sure result of the licensing 
of individual brokers.” 
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Without entering into a general discussion of these matters, 
the following epitome of stockbrokerage accounts will show that, 
in the last analysis, the financial position of a stockbroker is 
dependent upon the extent of his capital remaining in his business 
and the relation thereof to the condition of his customers’ 
margins. Inasmuch as the margin condition varies with market 
fluctuations and is therefore of only momentary significance, it 
follows that in order to place stockbrokers upon a basis similar 
to that of insurance companies or banks it would be necessary to 
require brokers to maintain a reserve or capital in their business 
governed, in amount, by the volume of and ratio between cus- 
tomers’ balances and margins. 

To a large extent this amount of capital or reserve has been 
required and fixed by the nature of stockbrokerage itself. The 
business is conducted between brokers on a spot cash basis 
whereby no securities are delivered until payment is made. Thus 
the broker is required to finance the difference between the 
amount of his customers’ equities (i. e., the excess of the amounts 
of customers’ commitments over their deposits or margins) and 
the amount which he is able to borrow from banks against his 
customers’ margined securities (usually about 80 per cent. of 
their market values), although it is worthy of note that brokers 
in a weak cash position lend stock on the “floor” whereby they 
receive approximately 100 per cent. of its value. And it is thus 
that the broker’s stability becomes contingent either upon his 
customers’ maintaining their equities or upon the adequacy of 
his own capital to absorb the losses of such of his customers as 
fail to make good their equities. Further than this a legitimate 
broker does not speculate—that being the business of his cus- 
tomers. Obviously it is the broker’s duty to ascertain the financial 
responsibility of his customers and the customer’s duty to inform 
himself as to the broker’s condition. Inasmuch as brokers do not 
publish their accounts and only seldom have independent exami- 
nations made of their financial position, it is necessary for cus- 
tomers to rely upon the genera! reputation of the broker—which, 
unfortunately, is generally flattering up to the time of failure. 

Inasmuch as the legitimate business of a stockbroker is merely 
in consideration of fixed commissions to buy and sell securities 
for the account and risk of his customers and to assist customers 
in financing their transactions through borrowing from his banks 
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against customer’s securities as collateral (for which service 
customers are charged with interest at rates in excess of those 
which the broker, in turn, is required to pay to his banks), their 
general books of account are simple ones (although unusual both 
in ruling and terminology) and comprise only a blotter and a 
ledger. 

The blotter is the sine-qua-non of stockbrokerage account- 
ing, and, being the only book of original entry, it serves as com- 
bination cashbook, sales book, purchase book, security register 
and journal. While the broker’s ledger is in the same form as 
the ordinary ledger it is used for a double purpose, namely, to 
record both shares and money. That is to say, customers’ accounts 
are credited with the margin which they deposit. If in cash their 
accounts are credited and cash account charged. If in securities 
their accounts are credited by a memorandum entry on the charge 
or left side of the ledger only, and a contra entry is made in the 
position book (a memorandum ledger containing accounts in 
quantities only for each security handled). Thus, it happens that 
securities appear on the left side of customers’ accounts and 
represent securities belonging to the customer (i. e., his credit) 
and are posted to the position book as well, where they represent 
securities in the broker’s possession. For instance, customers’ 
accounts (1) are charged and credited, respectively, with money 
withdrawn and money deposited by customers and (2) charged 
and credited, respectively, with the money value of securities 
purchased and sold. It is obvious that upon charging a cus- 
tomer’s account with the cost of shares purchased the shares 
themselves actually are a credit to the customer (i. e., they are his 
and he is “long”) and, conversely, in crediting a customer’s 
account with the proceeds of shares sold, the shares themselves 
are a charge against the customer (i. e., he hasn’t them and he 
is “short”). Hence, the debit side for money is used as the credit 
side for securities and the credit side for money is used as the 
debit side for securities. Consequently, in brokerage accounting 
it is as necessary to balance securities as it is to balance money. 

The first and all-important step in the audit of a stockbroker 
lies in thus balancing and confirming all securities. Immediately 
at the close of business or the date of audit, the auditor should 
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verify all securities in the broker’s hands ordinarily comprising: 
(1) Securities “in the box,” verified by count 
(2) Securities hypothecated for bank loans, verified by con- 
firmation 
(3) Borrowed and lent securities, verified by confirmation 
(4) Securities out for transfer, verified by confirmation 


The next step is to ascertain that the securities thus verified 
comprise all the securities that should be on hand. This is done 
by posting from the customers’ statements the long and short 
securities in each account to cards or sheets so as to determine 
from statements themselves (which subsequently will be mailed 
by the auditor to customers for their confirmation) the quan- 
tities of each kind of shares, which should, of course, agree with 
the corresponding shares counted and confirmed. 

While the subsidiary memorandum records maintained in 
support of the general ledger are usually found in a slovenly 
condition (this is also the case with the blotter) that detail is 
unimportant compared with the adequacy of the accounting 
methods adopted to control the amount of customers’ margins as 
the market fluctuates and to control the movement of all incoming 
and outgoing securities. Each night securities are usually 
balanced against the position sheet whereon the position clerk 
has noted during the day all changes of securities (having a 
section biocked off on the sheet for each security) whether arising 
from changes in collateral, receipts from and deliveries to cus- 
tomers, securities borrowed and lent, etc. The changes are then 
noted in the position book and the amount of securities in the 
box is examined to see that they agree with the amount called 
for by the book. The margin clerk maintains a pencil record 
showing the amount owed by each customer and the up-to-the- 
minute values of the securities held by the broker as coilateral. 
In addition to the position book and the margin book a loan book 
is maintained which lists the securities pledged as collateral to 
bank loans with notations of their curent values. It is necessary 
for the broker to maintain collateral at all times up to a value of 
about 120% of the amount of his loans. Last, a transfer 
record is maintained to record securities sent to issuing companies 
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or their transfer agents for transfer. From an auditing standpoint 
it is usually necessary for the auditor to limit his certificate by 
stating that the recorded securities were found to be on hand, for 
it is generally impracticable to discover substitutions made by 
the brokers from fully paid securities left in trust with them for 
transfer or safekeeping. Such a practice, however, constitutes 
a felony. 

As was mentioned above, it is usually best for the auditor to 
balance the securities by building up his own position record in 
the form of a set of 5 x 8 cards, using one for each kind of 
security carried, and provided with columns to list the “longs” 
and “shorts” in the customers’ accounts and to summarize the 
securities verified by him as shown by his schedules for 


Count of securities on hand (box-count) 

List of securities deposited as collateral to bank loans 
List of securities borrowed and lent 

List of securities out for transfer 


Time is the essence of a stockbrokerage audit and while it 
is usual to find numerous accounts with blind names and that 
contractions of the official ticker abbreviations have been used 
by the broker’s staff, it remains necessary that, during the night 
intervening between the close of business on the day of com- 
mencing the audit and the opening of business the following day, 
the auditor should mail statements to everyone, bankers, 
customers, other brokers, etc., having an account on the books 
showing the final balance in both money and securities and 
requesting them to mail confirmations thereof to him. The 
general accounting procedure in brokerage accounts and leading 
up to the preparation of a comprehensive balance-sheet is illus- 
trated by the four exhibits attached hereto and filled in with 
hypothetical figures. The exhibits comprise: 


.Exhibit 1—Trial balance of general ledger accounts 
‘‘ 2—tTrial balance and summary of customers’ ledger 
accounts 
“  3—Statement security position 
““ 4—Combined balance-sheet and statement of equities 
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Exhibit 1 
DOE AND ROE, STOCKBROKERS 
Tatas, BAA. caisiies 2 dsvane ae 
Debits 

Petty nats: Gel ic bic iss 6 eS $ 500 
Bankers’ Trust Company .................-6. 99,500 
Customers’ ledger (debit balances) ........... 3,180,000 
BDorremed tate o.  . . cideSias hice 650,000 
Pateel 00 GO ooo akbe vohod cd ceeetevcdaes 40,000 
OT EAE NE a PEEL MORES See AIT yet 50,000 
Fusuitese pdt Getree S555 sigs occ cc cushions 5,000 

$4,025,000 

Credits 

Cais Gnaite: 6 is oak i665 as stentwAastieee $3,000.000 
Customers’ ledger (credit balances) .......... 810,000 
Laon SR A ooo eo a chs ees sadtees oh eee 5,000 
Failed $5 SOGGIOG obi. Rasa ke SSeS 25,000 
Cag EK sos es has SiR ics RoR Rata tes 150,000 
Uddiviied Gretta ic os sie is ss cB 85,000 

$4,025,000 


Exuisit 1—GENERAL LEDGER TRIAL BALANCE: 


It will be noted that the debit and credit balances in the cus- 
tomers’ ledger as shown by the trial balance of that ledger are 
transferred to the general ledger trial balance. It is not practi- 
cable to incorporate controlling accounts in the general ledger 
because of the form of blotter commonly in use. 


The “failed to deliver” securities should be verified together 
with “borrowed stock” by obtaining confirmations from the 
brokers to whom the respective securities are owed and the 
“failed to receive” securities and “loan stock” require to be 
confirmed by the brokers who borrowed them. 
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Exhibit 2 
DOE AND ROE, STOCKBROKERS 
ANALYsIs or Customers’ LepGerR ACCOUNTS 
gi eer ara a 
Classof Securities Ledger balances 
Customers’ names acc’t Long Short Debit Credit 
Brought forward ...... $4,498,500 $298,000 $3,103,750 $484,950 
H. J. Smith, short account.. B 27,000 24,000 
H. J. Smith, long account... A 100,000 75,000 
2 Ae Tees A 250,000 300,000 
NE io ctasccecves B 1,000 1,200 
eo 5 ewan 50 
TE... noceauame D 500 1,000 
EE, 5. 5c cence Mats 50 
ey ee os F 50,000 
+ ee A ae 1,000 
- ES, RR pee ie ag $4,650,000 $576,000 $3,180,000 $810,000 
RECAPITULATION 
Debit or credit balances: 
Fully secured .......... A $4,000,000 $300,000 $2,800,000 $350,000 
Partly secured ......... B 250,000 275,000 375,000 260,000 
Debit balances—without 
OND feck cc eccbaces. c 5,000 
Credit balances—with long 
EE ins da ve vese ne D 350,000 140,000 
Without securities or 
commitments ........ E 60,000 
No cash balances— 
Securities held for cus- 
DED da bds necks sss F 50,000 
Short commitments .... G 1,000 
» EE a pene $4,650,000 $576,000 $3,180,000 $810,000 








Exuisit 2—ANALYSIS OF CUSTOMERS’ ACCOUNTS: 


This schedule is prepared by extending the securities shown 
in each customer’s account at market prices, after which the 
accounts should be classified as follows: 





Debit balances : Securities Money balances 
With securities: 
RR, 22 WG ER Se ga age eae 
PE Sc Pe ed 
pe ae 


“te wee 


Credit balances: 
With commitments : 
Set aS eee 
a CR eo Dou os. 5 ae 
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Exhibit 3 
DOE AND ROE, STOCKBROKERS 
STATEMENT OF SECURITY PosITION 
Rp pen tee 19.. 
Customers Loan to 
On hand short Pledged In transfer brokers 





Shs. Amt. Shs. Amt. Shs. Amt. Shs. Amt. Shs. Amt. 


Brought forward 6,200 $545,000 6,336 $576,000 33,000 $2,890,000 484 steno 330 sega 
U. S. Steel—com. 1,000 100,000 ..... ....... 10,000 1,000,000 ... ...... .. 
U. S. Steel—pfd. 500 55,000 ..... ....... 1,000 110,000 


7,700 $700,000 6,336 $576,000 44,000 $4,000,000 484 $44,000 330 saeaeb 
58,850 shs.—$5,350,000 




















Customers Borrowed from Securities 
long brokers owned 


Shs. Amt. Shs. Amt. Shs. Amt. 


38,650 $3,385,000 7,700 $700,000 
11,000 1,100,000 pine gt 








1,500 165,000 seis 6: ewe 
51,150 $4,650,000 7,700 seas None 











58,850 shs.—$5,350,000 


Exuipit 3—STATEMENT OF SECURITY POSITION: 


After the securities have been balanced by posting them from 
the customers’ accounts to position cards and the box-count, 
borrowed, lent and other security counts have been posted and 
balanced, the quantities appearing on each of the cards should 
be listed on such a form as exhibit 3 and extended at their 
respective market values. 
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DOE AND ROE, STOCKBROKERS Exhibit 4 
CoMBINED BALANCE-SHEET ANC STATEMENT OF EQUITIES 
Divas 


Assets 
Market value Ledger 
of securities balances 
eats Bp Be ee Ol BE oka cc cies cvcccuseke seneewass $ 100,000 
Customers’ debit balances: 
With securities: 











ES SE Nt PEM OP (a) $4,000,000 2,800,000 
BOREL SEPP CLINE SE (b) 250,000 375,000 
I ass cade cnavdmedewes (c) eS 5,000 
Advances on borrowed securities ................ 700,000 690,000 
ee ee ee VE ling ocldg ati i ee.ceeed aapwabes 50,000 
I TNO Sw ec deticn suened Ciseeaeert 5,000 

Long securities held for customers, fully paid: 
With credit balances. .............cccccess (d) ES . So eaten es 
With no cash balances ..........2.ccceee: (f) og aa, 
$5,350,000 $4,025,000 

Liabilities 

Cash loans (demand) ....... abeck bahad dew d ome $4,000,00 $3,000,000 


Customers’ credit balances : 
With commitments: 


SS BEER Se a, oe (a) 300,000 350,000 
lL) rere erie (b) 275,000 260,000 
MN GD oii ss aawace x occeee (d) Wires <3 140,000 
Without securities or commitments ....... (e) Fh 60,000 
Deposits held against securities on loan .:........ 30,000 80,000 
ECs ope Uh a cacteeh ose neke ths aang ese ” adr ome 150,000 
SG 1. ceie re vad duhiy ec sebege *.«dhenkes 35,000 
Customers’ short commitments with no 
i ee ek aa cak wae oa fg) 1,000 i a, 
RC eka kk eedd phe aes See Re 
Securities in transfer offices ..............-..4-- 2. emmakalen 











Exuipit 4—CoMBINED BALANCE-SHEET AND STATEMENT 
or EgulTIEs: 

This exhibit is prepared from the general ledger trial balance 
after spreading the customers’ balances and security position from 
exhibits 2 and 3, respectively. 

In CONCLUSION 

To the present time it has been common practice among stock- 
brokers to satisfy their requirements with a balance-sheet that 
comprises merely the balances after closing as shown by a trial 
balance such as that given above as exhibit 1. It is submitted 
that if their accounting practice were brought to a higher plane 
and the practice adopted of publishing periodical balance-sheets 
similar to exhibit 4, the results would tend to higher business 
ethics generally and the brokers themselves would not be without 
benefit through establishing greater confidence on the part of 
others. 
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Accounting for a Printing and 
Bookbinding Business 


By Austin L. BEAUJON 


At the outset attention is called to the fact that the four major 
Operations that comprise the manufacture of a book are four 
distinct kinds of business. Composition (or typesetting), foundry 
(or platemaking), printing and binding are most frequently per- 
formed in separate establishments, and each trade operates under 
its own particular labor union. When the four trades are com- 
bined in one organization under one management a complete plant 
is established for the manufacture of books from the manuscript 
to the bound copy, and the business enterprise could then properly 
be called book manufacturing. The name, however, has as yet 
not been adopted, and a business of this kind contents itself with 
the composite name of “printers and bookbinders,” omitting the 
other two component parts, very likely because a string of the 
four names, “compositors, electrotypers, printers and book- 
binders” would be rather cumbersome. 

The printer and bookbinder does not market the books. manu- 
factured by him. That is done by the publishers who own the 
copyrights to the books but, with few exceptions, do not operate 
book-manufacturing plants because it not only requires a large 
outlay of capital to instal such a plant, but also because to be at 
all efficient the plant would have to be of a capacity far in excess 
of the requirements of the average book publisher. The printer 
and bookbinder, however, maintains a plant of sufficient capacity 
to meet the requirements of a number of publishing houses, and 
as he has no books of his own to sell he is not a competitor of 
the publisher but rather the manufacturing department of several 
publishing houses, his customers. 

It may not be amiss to give a brief outline of the ordinary 
procedure of making a book as it will no doubt be helpful to a 
better understanding of the accounting system outlined later. 

It should be clearly understood that all rights in and to the 
book are vested at all times in the publisher and not in the printer. 
The publisher makes whatever arran. ments are necessary with 
the author and attends to all the editorial and art work, etc., and 
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prepares the manuscript for publication. When the manuscript 
is complete and the form and the style of the book have been 
decided, the manufacturing can be undertaken, and the publisher 
begins by obtaining estimates for the work, which are asked for 
and given separately for each of the four subdivisions mentioned 
above. Of course the publisher receives estimates from concerns 
that perform single operations only as well as from those that 
can quote on all the four operations. The latter. have certain 
advantages, but nevertheless they must meet the competition of 
the single-operation plants, and this makes it essentiai, even if 
there were no other reasons, for a business of this kind to have 
a proper accounting system by departments. 

Orders are placed by the publisher for the typesetting (com- 
position ), the plates (foundry work), for the printing of a certain 
number of sheets and the binding of a certain quantity of volumes, 
which need not be and usually is not for the full amount of the 
sheets printed. The manufacturing begins with the composition, 
which is practically all machine work. When the book is set, 
proofs on long sheets of paper, called galley proofs, are taken off 
the type and read for the detection of errors. Errors found are 
corrected, after which other galley proofs are taken and submitted 
to the publisher and author. Frequently changes and corrections 
are made by the author, but when the proofs are finally approved 
the type is made up into pages and locked into forms. Proofs 
are again taken and are reviewed and once more submitted to the 
publisher and the author. When these are found correct the forms 
are sent to the foundry for the next operation, that of electro- 
typing or platemaking, and the page proofs are sent to the billing 
department to be used in preparing the bill, which can now be 
rendered for the composition. The trade custom of treating each 
of the four operations as a separate transactior. gives the printer 
and bookbinder the right to bill and collect for each operation as 
it is performed. 

In the foundry electrotypes or plates are made of the pages— 
one plate for each page—and plate proofs are taken and sub- 
mitted for approval as before. When these proofs are approved 
the plates are packed in heavy wooden boxes and the foundry 
operation is complete and can be billed to the customer. The 
type slugs are returned to the composing room where they are 
melted and cast into pigs to be used again, and the plates are 
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forwarded to the press-room for the third operation, that of 
printing. 

Books are printed on flat sheets, each sheet usually forming 
16 or 32 pages of the ordinary book. The paper on which the 
book is printed is nearly always furnished by the publisher to the 
printer, who, however, provides the ink. When the printing is 
to be done the plates are so arranged that the printed sheets when 
folded will have the pages in consecutive order. The forms are 
then adjusted on the presses and the edition is run off, and when 
completed the printing is billed to the publisher and the printed 
sheets are forwarded to the bindery. The plates are held subject 
to the publisher’s orders. 

To this stage no special difficulties arise for the accounting 
department. The business has performed labor under contracts 
and has rendered its bills immediately upon completion of each 
performance. The product of its labor becomes at once the 
property of the publisher and its inventory consists only of such 
work as may be in progress and an almost negligible quantity of 
supplies, such as ink, oils, electrotyping supplies, etc., which are 
usually purchased as required to avoid deterioration. 

The fourth and last operation, however, the binding, offers 
several problems to the accountant because of peculiar customs 
in the trade. One is that the publisher can leave his sheets and 
books with the binder for an indefinite length of time—in fact, 
some publishers seem to consider it quite proper to use a binder’s 
establishment as a storage warehouse. Another custom is that 
the sheets turned over to the binder are usually accompanied by 
an order to bind only a portion of the edition and to deliver only 
a portion of what was ordered bound. This custom probably 
originated from the fact that the publisher wanted his books as 
speedily as possible to sell and, not wishing to wait until all the 
volumes were bound, would take delivery of small lots as they 
were completed. However, as it happens that all books have not 
as ready sale as the publisher expects, he not only frequently 
delays giving the additional delivery orders for the balance of the 
edition bound, but also fails to provide for the unbound sheets. 
Unlike the other operations which are billed upon completion, the 
binding is usually billed upon delivery of such lots as the publisher 
calis for and the billing is consequently retarded if the publisher 
fails to call for his books or takes only a portion at a time. This 
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custom may perhaps be attributed to the dislike of the old-time 
binder to keep records of property that did not belong to him, as 
he no doubt considered that if the books were billed as delivered 
and deliveries were made in instalments occurring within reason- 
able periods, there was no necessity for intricate and voluminous 
records. The necessity for such records is now, however, fully 
realized, as notwithstanding the binder’s endeavors to change the 
custom he has succeeded only in modifying it to some extent and 
in some cases. He finds himself at each inventory period with 
thousands of volumes on his shelves that do not belong to him 
and on which he has only a lien for his labor and profit, while 
the publisher’s rights in them are sedulously guarded by the copy- 
right laws. Of late, however, some binders have tried the plan 
of billing all books not ordered delivered within six months, and 
charging storage thereafter. Naturally this has not been joyfully 
hailed by every publisher, but it is fair to state that sooner or 
later every reputable publishing house takes its books off the hands 
of the binder, and in the case of a bankrupt publisher the binder 
is of course entitled to put in his claim for all the books ordered 
bound and held by him. He cannot, however, sell any of the 
books to satisfy a claim against the publisher unless he first 
obtains a judgment and levies on the books in his possession and 
buys them in at a sheriff’s sale. 

The inventory of the bindery consists of supplies such as 
cloth, leather, boards, glue, etc., usually in comparatively small 
quantities. In addition there are the books which are completed 
but have not yet been billed and the regular work in process. 
These books cannot be valued in the inventory at their cost as 
books, because all the operations prior to binding have either been 
paid for by the publisher or have been charged to his account. 
The inventory value of these books to the binder is, of course, 
the binding only, although as books they may be worth a great 
deal more. As in all cases of labor performed upon the property 
of another, the identical books appear on the inventories of both 
the publisher and the binder, the former taking them as sheets at 
their cost to him up to that point, while the latter takes them at 
the cost of binding. The two combined should be the cost of the 
book, minus the binder’s profit. Indeed, one binder, to the 


writer's knowledge, inventories the books at his full claim on . 


them, maintaining that they represent temporarily deferred 
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accounts receivable and are as good for full value as any of the 
other accounts already on his ledgers. The writer must admit 
that he agrees with this contention, but does not consider it neces- 
sary to give the matter more than a passing reference here. 

The writer has thus far used the term “operations” to indi- 
cate the four major processes through which a book passes in 
the course of its manufacture; but in discussing the accounting 
system of the business the term “department” will hereafter be 
used to indicate the four stages. As a matter of fact the work 
in each department consists of numerous operations, there being 
probably as many as fifty altogether to produce a book from manu- 
script to bound volume. One-half or more of this number is 
performed in the binding department, where some of the prin- 
cipal operations are folding, gathering, sewing, backing and 
rounding, smashing, cutting, edging, case-making, stamping and 
casing-in. Truly, if it takes nine tailors to make a man, as the 
old saying goes, it takes fully one hundred people to make a book. 


DEPARTMENTS 
A complete printing and bookbinding establishment is divided 

into four departments representing the four major operations 
outlined above. These departments are called: 

Composing room 

Foundry 

Press-room 

Bindery 

Sometimes sub-departments are created, as, for instance, the 

composing room may be divided into linotype and monotype 
departments ; or the bindery may be separated into cloth bindery 
and pamphlet bindery; but whatever divisions are made the four 
distinctive lines are always kept separate. This is essential in 
the business, and the accounting system consequently must provide 
for following it on the books of account. The separation of these 
four departments should be as complete as if they were four 
independent business undertakings, which in a manner they are, 
although united under one management and complementary to 
each other. To obtain this complete segregation some owners of 
printing and bookbinding establishments operate the departments 
as two or more separate corporations. In the writer’s opinion 
this is not necessary, as a proper system of departmental account- 
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ing gives quite as accurate results besides avoiding troublesome 
intercompany accounts and the bother involved in the management 
of a multiplicity of corporate units. 


Booxs or ACCOUNT 

The books used in a business with which the writer is familiar 
are general ledger, departmental ledgers, customers’ ledger, cash- 
book, journal, sales and purchase records (the latter a voucher 
register with details of accounts payable), petty-cash book, notes 
receivable and payable registers and payroll records. Cost records 
are auxiliary to the general books. 

General Ledger. The general ledger contains the regular 
balance-sheet accounts as well as the income and expense accounts 
of the business as a whole. 

Departmental Ledgers. Each department has a_ separate 
ledger containing the income and expense accounts of the indi- 
vidual department. As the postings to these ledgers are made 
from distributive columns in the books of original entry from 
which totals are posted to the general ledger, the latter acts as 
a control on the accuracy of the departmental ledgers. 

Sales Records. It has been found convenient to have two sales 
records, one for the bindery and another for the other depart- 
ments. In the office parlance these are called “bindery sales” 
and “manufacturing sales,” respectively. The manufacturing 
sales records are on loose leaves on which carbon copies of several 
invoices can be made. Columns are provided for the invoice 
amount and for each department and after the invoices have been 
entered on the sheets the amounts are extended into the proper 
department columns. There is no difficulty in determining the 
departmental distribution as the charges from each department 
even when combined in one invoice to the customer are always 
specified separately on the face of the invoice. The totals of the 
columns over a period will give, of course, the entire sales for that 
period as well as the sales by departments. 

The entries on the sales record are carbon copies of the invoices 
rendered to the customers, copied from charge sheets prepared by 
the billing office from the workmen’s time-sheets which are sent 
in daily by all departments. These time-sheets are tabulated on 
job-cost sheets. When a job is reported finished the job-cost 
sheet is completed, and in a section of the sheet provided for the 
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purpose the details of the invoice to be rendered to the customer 
are compiled by the billing clerk. This employee must be thor- 
oughly familiar with the printing business, because a printer’s 
bill can be rather a complicated affair as some of my readers may 
have occasion to know. The charge sheets as well as the orders 
received from the customers are numbered and a register is kept 
of them in numerical order. When an item is billed it is marked 
off on the register, the open items of which indicate the unfilled 
orders on hand and also serve as a check on the possible failure 
to bill a completed job. 


For the bindery sales the method employed is different and 
the cost sheets are not used in billing as for the other departments. 
Since the billing here must be done on the basis of delivery, the 
customer’s delivery order is used as the billing control. The 
delivery order is typed on suitable forms in quadruplicate, of 
which the original is retained in the office and three copies are 
sent to the shipping clerk. Of these, the first serves as the record 
of shipment, the second is returned to the office when the ship- 
ment has been made, and the third is sent with the books to be 
receipted by the customer. The second copy when returned to 
the office with all necessary information as to exact quantities 
delivered, routing, etc., is priced and extended together with the 
original that was retained at the office. This copy becomes the 
sales record, while the original is used as the customer’s invoice. 
By numbering these sheets and providing for “back ordering” 
short deliveries, this system has been found to be an effective 
check on all goods leaving the premises, as the control is always 
with the office through the retention of the original sheet of each 
set of forms. 


Purchase Record. The purchase record is of the usual 
standard columnar form. Distribution is by departments, but, in 
distributing by departments, the only information obtained from 
the record is the total of materials, supplies, etc., purchased for 
each department. It is also very desirable to know the principal 
items of which these totals consist. The system of classifying by 
number is therefore used. By it each class of material, supplies 
and expense is indicated by a number which is placed in front of 
the amount in the departmental column. The entries in the 
columns are tabulated according to these numbers on specially 
ruled sheets, each department of course being kept separate. In 
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this manner the desired information is always available in great 
detail without clogging the ledgers with numerous accounts and 
necessitating a purchase record with an unusually large number 
of columns. 

Purchase invoices come to the accounting office from the 
purchase desk where they are checked and otherwise verified. 
No purchase can be made except upon requisition signed by the 
heads of departments and approved by competent authority. Every 
requisition is numbered and every purchase invoice must bear its 
corresponding requisition number. 

Payrolls. Payrolls as a matter of course are made up by 
departments. The preparation of the payroll and the checks on 
its correctness are much the same as in any other manufacturing 
concern. 

Other Books and Records, The other books and records used 
in the system hardly require explanation as they are all of 
standard form and use. In addition to the regular books of 
account, however, a great many stock records are kept, especially 
for the printed sheets, the paper stock and the bound books on 
the premises, all of which belong to the customers, as already 
explained elsewhere. These records are kept on cards and in a 
large establishment are very numerous, as a separate card is 
required for each book title. Great care must be used in keeping 
these records because on account of their volume it would be an 
exceedingly arduous task to have to check them all at one time. 
Portions should be checked from time to time, however, to verify 
the general accuracy and especially to determine whether proper 
care and diligence is being exercised. 


DISTRIBUTION OF OVERHEAD AND MANAGEMENT EXPENSES 

Wherever a charge can definitely be allocated to a department 
it is charged direct to that department. Rent, for instance, is 
charged to the departments on the basis of floor space used; 
electric power is charged as ascertained by separate meters 


installed in the departments; and depreciation is taken on actual 
departmental plant values. But the office and administration 
expenses, the selling expenses and some other expenses incurred 
for the business as a whole cannot definitely be allocated and must 
be distributed on some equitable basis. This distribution, it should 
be noted, is not a distribution of overhead expenses to depart- 
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mental costs but a charge of the proper proportion of these 
expenses to each of the separate units of a combination and is 
theoretically the equivalent of similar expenses that each depart- 
ment would incur if operated independently. To maintain the 
idea that the business as a whole is the consolidation of four 
distinct units these expenses must be prorated to the units at 
fixed and constant rates not subject to the temporary fluctuations 
of departmental activities. The proper rates can best be 
determined by a fair consideration of the relative worth of each 
department to the whole, taking into account the estimated 
proportionate amount of supervision, management and office work 
normally required for each of the departments. This of course is 
an estimate and obviously such an estimate will vary in different 
establishments. The main point in the writer’s opinion, however, 
is not the rates themselves, but the fact that they should be 
constant. Any reasonable and fair estimate will serve the purpose, 
but, once determined, the rates should not vary until a radical 
permanent change in the business makes a revision desirable. 


INTERDEPARTMENTAL PROFITS 

It may be considered that the system outlined above is that of 
a concern with four distinct stages in manufacturing and that 
consequently under the method employed the business takes book 
profits instead of true profits at the completion of each stage. But 
that is not the case. If the writer has succeeded in making himself 
clear at the beginning it will be understood that as each stage in 
the manufacturing is completed it is charged, not to the next stage, 
but to the customer, whose property it becomes and from whom 
the printer expects and can demand payment of his bill. An author, 
if he pays his publisher for the manufacture of his book, may settle 
at the completion of the entire job or he may even be called upon 
to pay in advance, but the publisher in dealing with the printer 
and binder rarely transacts business except on the basis of the 
distinct operations outlined above. Instead of being a concern 
with four distinct stages of manufacturing, the combined printing 
and bookbinding business is a combination of four distinct but 
closely allied trades. 
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To the average man it may seem to be a far cry from the 
theories of Mills and Taussig to the theories he holds concerning 
the duties of the accountant. Even the average business man may 
see only the remotest connection between “the science of wealth 
and its relation to human welfare” and the man who compiles 
his yearly financial scatement. But the experienced accountant 
is in constant contact with the phenomena of business. He deals 
daily with the terms and results of utility, value, prices, money, 
credit, wages, icnts, interest, profits and so on. To him, a 
knowledge of economics occupies a position of prime importance 
in his equipment. 

The accounting profession owes its existence to the greatest 
economic revolution in the recorded history of man. The almost 
total abolition of the domestic system and the tremendous growth 
of the industrial system of production in the white world have 
made our people a race of specialists. Modern inventions and 
the resultant increase in the capital goods of the world, the con- 
centration of capital, the increase of production, the formation of 
huge credit machinery, the creation of hordes of dependent wage- 
earners and other factors have given rise to many problems of 
determining the rewards due the various classes of producers and 
distributors. Competition, which had heretofore been either a 
beneficial stimulant to individual effort or the death struggle 
between individuals, brought the menace of great suffering to many 
in the failure of enterprises. Cost statistics became a necessity. 
The specialist who compiled the systems for the collection of 
masses of recorded figures and miscellaneous data on production 
and reduced voluminous detail to statements of fact came into 
being. He is the cost accountant. The specialist who supervised 
the complex system of recording the figures and kept the account- 
ing machinery in running order became the executive accountant. 
The growth of credit facilities, the creation of industrial banks, 
armies of bondholders and stockholders have created a need for 
the public accountant. He is needed by the executive who desires 
‘ accurate data to answer the questions: Am I making money? 
‘How? Where? How much? The accountant is a prime factor 


100 




















Economics and the Accountant 








in the conservation of wealth and the prevention of waste. His 
very existence is inseparably connected with the most complex 
economic organization of the ages. A knowledge of the economic 
history of this era and a knowledge of the laws that produce its 
phenomena should induce in him the appreciation of his import- 
ance and the faith in his own usefulness to society to inspire 
him and spur him on to higher ideals and greater achievements. 

The accountant without the knowledge of economic theory 
is comparable to the chauffeur without a working knowledge of 
gas engines and automobile construction. The chauffeur may be 
a capable driver. All may go well until some unusual occurrence 
disturbs the smooth-running machine. The chauffeur’s ignorance 
may be the cause of the employer’s weary tramp to other means 
of transportation. So the accountant may compile data from a 
smoothly running accounting machine until one of the many 
disturbing phenomena of our era interrupts the smooth course 
of business. A strike, a deflation of credit, a new competitor, 
over-production, a new invention, a flurry in prices, a war—these 
or many more may wreck a business and compel the executive 
to seek new fields of endeavor. The accountant’s lack of knowl- 
edge concerning these economic manifestations, their precursors 
and reactions may mean failure and ruin to those dependent 
upon him. , 

The routine and elementary duties of the junior and semi- 
senior are constantly affected by economic theory. The analysis 
of accounts and the classification of income, costs and expenses 
are determined by the application of tests and rules derived from 
the knowledge of the rewards of capital, labor and enterprise. 
Even such an elementary task as the classification of items com- 
posing manufacturing and trading statements is simplified by and 
based on the theories of economics. The accepted practice of 
treating cash discounts on purchases as income from capital 
rather than as a reduction of costs is based on reasoning fostered 
by the study of economic theory. In fine, a knowledge of eco- 
nomics is a fundamental factor in accounting education and is 
necessary even in its most elementary stages. 

The accountant’s report is the real measure of his ability. 
Nor is the report to be judged good or bad by the number of its 
schedules of figures and percentages, by its fancy covers or by 
the imposing degrees following the signature on the certificate. 


101 














The Journal of Accountancy 








Voluminous remarks are not always necessary. A brief para- 
graph setting forth facts showing that the law of diminishing 
returns is already in force may be far more effective in certain 
instances and may save an executive clamoring for capital from 
disaster. A change in tiie expression of a certified balance-sheet 
may reveal the working of an economic law in a business and 
prevent a banker from sending good money after bad. Well 
reasoned comments on facts gleaned from masses of figures are 
worth far more to the executive than the figures themselves. How 
is the accountant to comment intelligently on his work, if he does 
not know the economic laws governing business? How is he to 
know for what facts and conditions to look in his examination 
of records, if he does not know the economic causes producing 
certain known conditions? How is he to know the relative value 
of the various sets of statistics he has compiled? The account- 
ant’s work must not only be the result of a careful application of 
the technical knowledge of his profession, but it must also be the 
result of a careful application of knowledge gained from a 
thorough study of the natural laws governing our complex busi- 
ness world. Important facts derived from figures, not schedules 
of figures, should be the meat of his report. Comments on causes, 
not a recitation of known effects, should be his report. 

Recently the eastern creditor of a western dealer came 
hurrying west. A large account was considerably past due and 
the dealer was calling for more credit. The claim for additional 
credit was based on figures showing a steady increase in the 
volume of sales in a period of depression. The conclusion was 
that increased capital would insure success and future prosperity. 
After a conference, the dealer and the creditor went to a firm of 
reputable attorneys. Amended articles of incorporation were 
framed and provision was made for the flotation of preferred 
stock. Times were hard and investors cautious. The creditor 
conceived the idea of getting a certified balance-sheet to gain the 
confidence of prospective investors. In due time the balance- 
sheet was rendered. lh revealed a condition of weakness bor- 
dering on insolvency. Appreciated fixed assets had been cut 
down to cost and depreciation reserves set up. Inventories were 
shown to be over 90 per cent. of total current assets. Current 
liabilities were shown to be in excess of current assets. 
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The accountant invited the creditor and the dealer to his 
office to discuss the situation. He told them that additional 
capital was not the solution of the problem, but that on the 
contrary increased capital without a change of policy would 
mean a greater loss. The creditor was interested but the dealer 
was inclined to be indignant at such presumption on the part of 
a “figure-maker.” The accountant then laid before the dealer a 
statement of sales and margins for the preceding three years 
together with an analysis of selling and administrative expenses. 
Sales showed an average increase of 25 per cent. a year. The 
margin percentage had declined from 25 per cent. to 20 per cent. 
of sales. Selling expense percentages had remained constant, 
but administrative expense percentages had risen from 10 per 
cent. of sales to 17 per cent. 

The dealer was selling semi-luxuries in a field of limited com- 
petition. Being a salesman, he had one idea: that increased 
volume of business meant increased profits. He was not 
acquainted with the fact ‘that in his business price governed 
demand. Nor was he acquainted with the fact that the factors 
that governed profits were percentage of margin, volume of sales 
and cost of selling and administration. In his business, the 
greatest volume of profit was to be had by fixing the volume of 
sales by the margin percentage at the point where the volume of 
margins was greatest and the percentage of cost of selling and 
administration was the least. 

The accountant recommended that the dealer raise his prices 
so that the margins would be 25 per cent. on staple competitive 
articles, 30 per cent. on semi-luxuries and 35 per cent. or more 
on luxuries. He also told the dealer what cuts would be necessary 
in his office force in the near future. 

The creditor was converted but it required pressure to con- 
vince the dealer. Within three months the dealer’s losses changed 
to profits and in six months a normal profit of 8 per cent. of 
sales was the yield of the business. The prediction of the 
accountant had come true. ; 

The accountant’s responsibilities do not cease with the per- 
formance oi his professional duties. Like every other profes- 
sional man, he is responsible to the community for his station 
in life, his education and the application of his specialized knowl- 
edge to public affairs. The accountant is particularly well fitted 
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to render service to the community by his close and intimate 
association with many businesses. If he is not well grounded in 
the theory of economics he is likely to prove a menace rather 
than a help. 

Loose thinking in economics is responsible for much of the 
popular discontent of our day. The year 1920 witnessed a 
nation-wide campaign against so-called profiteers. Government 
checkers, pseudo-accountants, combed the books of large and 
prosperous retailers for sensational data. Reputable concerns 
were haled before grand juries and the data secured by the 
government agents were placed before them. Indictments were 
issued and some of the concerns were tried—and acquitted. Cases 
were dismissed wholesale. But irreparable injury to the reputa- 
tions and businesses of respectable and law-abiding concerns was 
done by the activities of ignorant and irresponsible government 
officers. Had the government accountants known the principles 
of economics, the masses of figures turned out by them would 
never have reached the grand juries. They would have been able 
to get convincing evidence against the true profiteer and would 
never have attacked the men who were not taking advantage of 
an economic phenomenon to gouge the public. 

In many cities, broad-minded and educated accountants made 
their influence felt by intelligent criticism of the governmental 
policies. In some cities, civic bodies gave them the privilege of 
their platforms. Much was done by the accountant trained in 
economic theory to restore confidence in the popularly discredited 
retailer. 

In the year 1912 the Pacific northwestern pine belt witnessed 
the failure of many lumber manufacturers and a general depres- 
sion of the lumber industry, due in a large measure to unintelli- 
gent competition. The pine manufacturers then combined in an 
association for the exchange of cost data and production records. 
Intelligent competition restored the industry to normal con- 
ditions. The small manufacturer. enjoyed prosperity until the 
recent general depression. And yet this same association was 
attacked recently by an important government commission. 

It is for the accountant with his assembled figures and his 
sound economic reasoning to help protect our industries from the 
attacks of probably conscientious but mistaken officers of gov- 
ernment bureaus and commissions. It is also his duty to aid the 
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government by the same means to discover unfair methods of 
competition, profiteering, monopolistic combinations and kindred 
evils. This he can do only by being thoroughly familiar with the 
laws governing the phenomena of business. 

A knowledge of business economics is essential to the suc- 
cessful performance of nearly every accounting task from the 
most elementary to the most complex. The great schools of the 
country, notably the universities of California and of Penn- 
sylvania, have recognized this fact. Economics is a subject each 
student of accounting must study. The man who is dependent 
upon the correspondence school for his education should not 
confine himself to technical subjects, but should supplement his 
work with a thorough study of economics. He should be so 
familiar with its principles that he is able to read the financial 
page of the morning paper with as much interest and under- 
standing as he reads the sporting page. It is only by the com- 
bination of the technical knowledge of his profession and a 
knowledge of economics that he can render his greatest service 
to industry and the nation. 
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By Ricuarp S. WYLER 


The lumber industry is engaged in the exploitation of natural 
resources and embraces some accounting features not generally 
found in other lines of manufacture nor in commercial accounting. 
A discussion of the accounting problems peculiar to this industry 
may therefore be of interest and is presented under the following 
captions : 

Depletion 
Depreciation 
Inventories 
DEPLETION 

Lumber manufacturers are engaged in converting a raw 
material known as timber into a finished product known as lumber. 
As the raw material or timber was acquired for a consideration 
and has a value, provision must be made for the return to the 
owners of the capital so invested upon the exhaustion of the 
holdings. This is accomplished by means of a depreciation or 
depletion charge to operations for the timber cut and manu- 
factured and an offsetting credit to the timber account to denote 
the reduction in the available supply on hand. It is essential, 
therefore, that a proper basis be fixed for the depletion of the 
holdings for the purpose of 

(a) The amortization of the timber investment during the 
life of the holdings ; 

(b) The equitable absorption of the amortization charge in 
the production accounts, in order correctly to ascertain 
the cost of the product manufactured. 

The first prerequisite for a proper depletion charge is the 
determination of the cost of the timber. The latter is generally 
acquired in large tracts, including in most cases the land on 
which it grows. In order to determine the initial cost of the 
stumpage, it is necessary to segregate the cost of the land from 
the cost of the timber. As the area of the land is usually known 
and as a value can be placed thereon, no difficulty is encountered 
in allocating the purchase price to the two elements. 

As a timber supply sufficient to permit its operation for a 
number of years must be acquired in order to justify the con- 
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struction of a manufacturing plant, it is evident that interest, 
taxes and other carrying charges will accrue before the timber is 
exhausted. The question arises, therefore, as to the treatment 
of these charges as capital outlays or current operating expenses. 
In cases where the holdings are large and will not be exhausted 
for ten or more years, an undue burden would be placed upon 
current operating costs if all of the carrying charges were 
absorbed. In these cases, the manufacturer is justified in capital- 
izing them. Due to the fact that there is a constantly diminish- 
ing supply of timber, its value has uniformly increased over 
periods of years, despite temporary declines in times of depres- 
sion. If carrying charges are capitalized, the depletion charge 
will more clearly reflect the actual value of the timber when it 
is cut. Consideration should be given to the fact that if the 
operator should defer the acquisition of this excess supply until 
it was required for manufacturing purposes, a higher price 
would have to be paid under normal conditions than that 
expended for the initial supply. The operations of future years 
may therefore properly be charged for the carrying of the timber 
and the risks thereby involved. The practice of absorbing the 
carrying charges direct in the operating accounts is of course 
more conservative, and operators holding a limited supply of 
timber only gain nothing by capitalizing them. This refers only 
to plants which are in operation. Corporations which are not 
operative and have no income but hold timber for future use 
should capitalize these charges. The federal income-tax regu- 
lations provide that after properties are on a normal production 
basis, such expenditures shall be treated as current operating 
expenses. During the high tax period from 1917 to 1921, 
inclusive, lumber manufacturers generally absorbed the carrying 
charges in their operating costs. 

After finding the cost of the timber as above explained, a basis 
is furnished for the determination of the depletion charge to 
operations for the timber cut. In the past many lumber manu- 
facturers have used an arbitrary rate for depletion, which was 
not based directly upon the cost of the timber. In well managed 
and prosperous mills, the depletion unit used was high and was 
generally based on the market value of the finished product, so 
that the investment account, at the completion of the particular 
operation, would show a considerable profit. In mills less pros- 
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perous, the reverse was true and the depletion rate was frequently 
below the actual unit cost of the stumpage, so that the timber 
account would show a loss when the supply was exhausted. 
Neither basis is correct, as the depletion unit should be based 
upon the cost of the timber, irrespective of market fluctuations 
in the finished product. The cost furnishes a stable basis, while 
depletion charges based on the market value of the lumber 
fluctuate constantly and do not permit a useful comparison of 
operating costs over a period of years. While lumber prices are 
governed by the law of demand and supply and by special condi- 
tions prevailing in the industry, timber values are not subject to 
such frequent and radical variations. The latter are governed by 
the quality of the timber, the density of the stand, its accessibility 
and its location in respect to the consuming markets. Stumpage 
of good quality will produce a larger percentage of the higher 
grades of lumber, and the realization from the manufactured 
product will therefore be greater than in the case of low-grade 
timber. If the stand is heavy and if the timber is easily accessible. 
less development work is necessary and logging costs are lower. 
If it is well situated, close to railroad facilities and the consum- 
ing markets, the transportation cost of the finished product is 
lower and, conversely, the net realization to the manufacturer is 
greater. While constant rises of lumber prices over a period of 
years will affect the value of the raw material, it is also true that 
seasonable market fluctuations do not react upon the value of 
the timber and should not be taken into consideration in estab- 
lishing depletion charges to operations. 

The cost of the timber being established, the unit depletion 
rate is determined by dividing the cost by the estimated cut. 
Estimates of the available supply are generally prepared by pro- 
fessional timber cruisers and are more or less trustworthy. Before 
accepting these estimates, however, tests should be made with 
the actual cut from specific tracts, or the average stand per acre 
as shown by the estimates should be compared with the actual 
cutting experience. Overestimates thus disclosed should be 
adjusted. The average depletion unit will change from year to 
year, as new purchases should be taken into consideration in 
determining the unit. 

The depletion unit as above determined is applied against the 
timber cut during the year and furnishes the depletion charge to 
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operations and conversely the credit to the timber or the depletion 
reserve account. When log inventories fluctuate in quantity, it 
is desirable to base the depletion charge on the timber actually 
cut in the woods. In this case an inventory of the logs on hand 
must be taken and reflected in the operating accounts. In case 
the cut is a hand-to-mouth matter and the quantity of logs on 
hand is small and constant, the depletion charge may be based 
upon the quantity of logs manufactured at the mill. The fol- 
lowing example discloses the operation of the timber and land 
accounts : 
Timber and land purchased: 


RD A s donde th 66¢58s 0k > Gh axe bine Acres 30,000 
Tier —OMMMNE ook in osc chnde cee cete M feet 150,000 
POOR FOS $660,000.00 
Average value of land—per acre ........ 2.00 
Average value of timber—per M feet ... 4.00 


TIMBER AND LAND ACCOUNT 















































Timber Land 
Average Average 
per per 
Total M feet Mfeet Amount Acres acre Amount 
Initial purchase $660,000.00 150,000 $4.00 $600,000.00 30,000 $2.00 $60,000.00 
Timber cut during year 000 ©6400 80,000.00 
Land sold 80,400.00 4.00 200 2.00 400.00 
Balance at end of yr. 579,600.00 130,000 4.00 520,000.00 29,800 2.00 59,600.00 
New purchases 107,500.00 20,000 5.125 102,500.00 2,500 2.00 5,000.00 
687,100.00 150,000 4.15 622,500.00 32,300 2.00 64,600.00 
Timber cut 103,750.00 25,000 4.15 RE scence 5. 4tes feet SAGES 
64,600.00 








Balance at end of yr. 583,350.00 125 0Qpgetinmmambl®,750@0 82,300 2.00 64, 


When the timber stand comprises several species, these may 
be segregated into separate accounts at varying unit values, and 
the depletion charge may be separately calculated on the basis of 
the quantities of the several species cut. If desirable, the timber 
area may be divided into several blocks according to its location, 
or new purchases may be carried as separate units and several 
timber accounts may be operated with varying depletion rates. 
When new purchases are intermingled with the old tracts, it is 
desirable to use the above average cost basis at the end of each 
year for the purpose of determining the unit depletion rate. 

The several federal income-tax acts provide for the revalua- 
tion of timber acquired prior to March 1, 1913, on the basis of 
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the fair market value at that date, which has complicated the 
treatment of timber accounts. Many manufacturers who revalued 
their timber have credited the resulting appreciation to the regular 
surplus account. This, of course, was incorrect, as the credit 
represented simply a book appreciation. The proper procedure 
requires that this surplus be credited to a special account, and that 
the amount realized each year only be transferred to the earned 
surplus account as non-taxable income. As new purchases made 
after March 1, 1913, and cut in subsequent years are generally 
intermingled with timber bought prior to that date, it is as a 
rule impossible to allocate the timber cut to the specific tracts. 
The amount of appreciation realized each year applies only to 
the timber cut from purchases prior to March 1, 1913. The yearly 
cut must therefore be allocated to the two classes on the basis of 
the ratio of the purchases prior to March 1, 1913, to the total 
holdings at the end of each year, as shown in the following table: 








Purchases after 
r Total —, -~Purchases before March 1, 1913—, March 1, 1913 
M feet Amount M feet Totai Cost Appreciation M feet Amount 


100,000 $540,000 60,000 $300,000 $180,000 $120,000 40,000 $240,000 
5.40 5 3 2 6 








Balance at beginning of year 

Average per M feet _ 

Ratio of purchases prior to and 
after March 1, 1913, to total 





holdings % 100 60 40 
Timber cut during year 20,000 12,000 8,000 
Depletion charge. 108,000 60,000 36,000 48,000 
Appreciation realized 24.000 

Balance at end of year 80.000 $432.000 48.000 $240.000 S144 000 $ 96,000 32,000 $192,000 








The land account may be operated on approximately the same 
basis as the timber account. As the date of acquisition of each 
tract is usually known, sales ot land can be allocated to tracts 
acquired prior or subsequent to March 1, 1913, and realization 
of appreciation will only be claimed for acreage sold from pur- 
chases prior to that date. 

DEPRECIATION 

Depreciation of lumber plants is governed principally by the 
factor of obsolescence through the exhaustion of the available 
timber supply, rather than by the decline in value resulting from 
wear and tear. In view of the fact that mills are generally 
adjacent to or in the timber holdings, their value depends upon 
their usefulness to the present owners. They are reduced to a 
salvage value whenever the timber is cut out, irrespective of the 
physical condition of the machinery at that time. Regular depre- 
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ciation rates applied on mill machinery, buildings, etc., may 
result in a depreciated value reflecting the actual physical condi- 
tion of the property as a manufacturing operation, which, from 
the standpoint of future usefulness, may be entirely out of pro- 
portion. By using for depreciation purposes a rate based upon 
the current exhaustion of stumpage, assurance is given that the 
plant investment will be reduced to the salvage value whenever 
operations are discontinued. The charge to operations, being 
governed by the yearly production, places a uniform burden upon 
the units of lumber produced. As the timber stand is known, no 
difficulty is encountered in the use of this method. 

In determining the estimated timber stand for depreciation 
purposes, it is frequently desirable to include, in addition to the 
timber owned, a conservative estimate of adjacent timber, which 
the operator expects to secure. If practically all the available 
supply is held, this procedure is of course not necessary. If, 
however, the plant owns only a small initial supply of timber, 
but expects to acquire considerable additional stumpage, the 
depreciation charges during the early years of operation will be 
too high if only its own holdings are taken into consideration. 
The estimates are applied on the cost of the plant, after allowing 
for the estimated salvage value. The rate thus obtained repre- 
sents the depreciation chargeable to each unit of production, which 
is usually based on a measure of one thousand feet. The rate is 
readjusted each year to absorb additions to plant and to reflect 
additional timber acquired. 

As sawmill plants are generally complete at the commencement 
of operations, minor additions in subsequent years should be 
charged to current operating expenses, unless they materially 
increase the manufacturing facilities or the efficiency of the plant. 
In plants where the buildings and heavy machinery can be used 
until the timber stand is exhausted but more delicate machinery 
will have to be replaced during the course of operations, a special 
reserve for replacement should be provided in order to preclude 
an undue increase in depreciation charges in later years. The 
expected replacement cost may be reflected in the regular depre- 
ciation charges, an allowance being made therefor in determining 
the depreciable value of the plant. 

Logging equipment, including log cars, loaders, etc., tractors 
and trucks, has a relatively short life. It is frequently replaced 
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during the life of the operation and should be depreciated on the 
basis of established depreciation rates governed by decline in 
value through wear and tear. Livestock, wagons, etc., are subject 
to hard usage and frequent losses in the course of operations. 
Stock is continually added or sold. The application of fixed 
depreciation rates is therefore unsatisfactory if one would state 
these assets at a representative value in the balance-sheet. While 
an allowance based on the estimated depreciation should be 
included in the monthly operating accounts, it is desirable to 
revalue these assets by means of conservative inventories at the 
end of each year and to adjust the annual depreciation charge on 
that basis. 
INVENTORIES 

The valuation of inventories in the lumber industry offers 
some difficulties not generally encountered in other manufacture. 

The operating accounts reflect the average cost of the product 
without regard to grades. During the war period the market 
values of the products were generally higher than the cost, and 
inventories on the basis of average cost of production resulted, 
in fact, in a valuation based on cost or market, whichever was 
lower. The heavy declines in market prices during the past two 
years reduced the sales value of the product of many grades below 
cost and the average cost of production does not offer a satis- 
factory inventory basis. The selling price of lumber is quoted 
by grades and it is necessary either to reduce the several market 
quotations to an average market price, which can be compared with 
the average cost of production, or to determine on the basis of 
the average cost of production the cost applicable to the several 
grades. This is accomplished by determining the quantities of 
the various grades produced during the year and applying these 
quantities on the market price less an allowance for selling, ship- 
ping and administration expenses, including therein a reasonable 
marketing profit. If the average thus obtained is lower than the 
average cost of production, it should be applied against the entire 
inventory, and, conversely, the average cost of production should 
be used if the average market value is higher. The inventory 
valuation is thus based on cost or market, whichever is lower. 

This method should only be used, however, when the grades of 
lumber on hand are in the same proportion as the average grades 
of production. If the closing inventory includes an abnormal 


112 





<B ia 








Special Phases of Lumber Accounting 








percentage of low-grade lumber it will be overstated if valued 
on the above basis, and it will be understated if the percent- 
age of low-grade lumber on hand is subnormal. Under such 
conditions the average market value of the product manu- 
factured during the period should be determined by applying the 
production of the several grades on a normal or average market 
price. The ratios of the market prices of the various grades to 
the average market price should be calculated and these percent- 
ages should be applied against the average cost of production in 
order to find the cost of the lumber by grades. A comparison 
can then be made between the market prices of the various grades 
and their cost, the lower being used for inventory purposes. The 
market price is based on the finished product and, if applied on 
the inventory quantities of the lumber in the yard, no considera- 
tion is given to shrinkage and reduction in grade, which occurs 
when the lumber is dressed for shipment. In valuing the inven- 
tories, an allowance should therefore be made for cut-offs and 
reductions in grade. 
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EDITORIAL 


Protecting the Certified Public Accountant 


In a recent confidential bulletin sent to the members of the 
American Institute of Accountants, it was announced that a pre- 
liminary injunction had been issued against the National Associa- 
tion of Certified Public Accountants, the District of Columbia 
corporation whose issuance of certificates purporting to confer 
upon the holders the “degree” of certified public accountant has 
aroused qualified certified public accountants throughout the 
country. 

The National Association of Certified Public Accountants duly 
filed answer to the government’s bill of complaint. The district 
attorney filed a motion to strike out the answer on the ground of 
insufficient answer as a matter of law to the allegations of the 
bill of complaint. On July 18th the matter came up before Judge 
Hoehling who heard the argument of counsel and stated that the 
defendant’s answer was insufficient and ordered it stricken out. 
The court indicated that the case appeared to be one in which a 
final injunction is appropriate and the court has now under con- 
sideration the question of technical procedure as to whether a 
final injunction is proper on the present state of the record or 
whether it should be deferred to a later stage of the proceedings. 

The effect of the injunction is that the National Association of 
Certified Public Accountants, a corporation, its officers, directors, 
agents and servants are restrained and enjoined from soliciting 
applications from any persons for the issuance to such persons of 
any certificates, diplomas or other instruments of writing confer- 
ring upon such persons the degree or designation of certified public 
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accountant or any other degree or designation of similar purport. It 
enjoins and restrains the National Association of Certified Public 
Accountants from making known to the public or to any persons by 
any printed or written instrument or by any statement that the 
National Association of Certified Public Accountants is authorized 
under its certificate of incorporation to issue such certificates or 
other instruments of writing purporting to confer the degree or 
designation of certified public accountant or any other similar 
degree. It also restrains and enjoins the National Association of 
Certified Public Accountants from issuing any such certificate or 
other instrument of writing purporting to confer the degree of 
certified public accountant. 

It is not believed that the defendant can make any answer that 
can be effective as a matter of law or more comprehensive than 
the one stricken out. It is not known whether the court will 
decide to sign the final injunction or not, but in any event the 
preliminary injunction holds good until the question of the final 
injunction is determined. It may be that the final order will be 
signed within a few days, or possibly some further steps of pro- 
cedure may be found necessary before the court will consider a 
final determination appropriate, but it is believed that the case 
against the National Association of Certified Public Accountants 
is rapidly approaching a conclusion in the supreme court of the 
District of Columbia. 

We have never been in any doubt as to the ultimate triumph 
of right in this as in other matters. It is gratifying to know that 
the evidence which has been accumulated during the past year 
by the American Institute of Accountants has been of such a 
nature as to convince the United States district attorney for the 
District of Columbia that a suit for injunction should be begun. 
Some of our readers have expressed the opinion that the Institute 
was dilatory in getting together the evidence which was required. 
Matters of this kind, however, must move slowly, particularly, as 
in this case, where competent evidence had to be secured from 
various parts of the United States. We do not believe that an 
appeal would avail the National Association anything, and, should 
an appeal be taken, we are confident that the appellate court would 
affirm the granting of this final injunction; so we are confident in 
the belief that the practices of the National Association, which 
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we deemed hostile to the standards supported by the American 
Institute of Accountants, will never be resumed. 

The holding of the supreme court of the District of Columbia 
in this injunction case is therefore a victory which vindicates the 
high standards for which the American Institute, in common with 
all other good elements in the profession of accountancy gener- 
ally throughout the country, has always stood. The unfortunate 
truth is that the public does not always differentiate between cer- 
tified public accountants and as a rule pays little attention to the 
sources of their designations or certificates. But with the publicity 
attendant upon the injunction proceedings, it may not be too 
much to hope that the business public at least will take care in 
future to see that the certificates displayed by accountants have an 
official value. 


Use of Designation “C. P. A.” 


There are wide differences of opinion as to C. P. A. legislation 
in the states and as to the extent to which restriction and reciprocity 
between states should be carried. In a recent issue of this magazine 
we published with brief comment a decision of a magistrate in the 
city of New York to the effect that practice as a certified public 
accountant in New York was legal only in the case of holders of 
New York certificates. The man from a neighboring state holding 
a certificate of that state and describing himself in New York 
as a certified public accountant of that neighboring state by this 
opinion would have been made guilty of a misdemeanor and subject 
to penalty. This subject is so controversial and so often discussed 
that it is unnecessary to comment upon it here. The arguments 
for and against have been written and rewritten times out of 
number. However, in view of the fact that the magistrate’s 
decision was published in these pages, we feel it proper to publish 
the following decision of a judge of the court of special sessions 
of New York in the same case. The text of the decision which 
overrules the finding of the magistrate is as follows: 

THE PEOPLE OF THE STATE OF NEW YORK 
against 
ERNEST H. BROWN 


The defendant was tried in this court on an information charging that 
he violated section 80 of the general business law of the state of New York 
in that he unlawfully did assume the title of certified public accountant 
and did use the abbreviation “C. P. A.” to indicate that he, the said de- 
fendant, was such public accountant. 
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Section 80 of the business law. provides that a citizen of the state of 
New York who has received from the board of regents of the university 
of the state a certificate of his qualifications to practise as a public expert 
accountant shall be styled and known as a certified public accountant and that 
no other person shall use such title or use the abbreviation “C. P. A.” 


The defendant inserted on July 15, 1921, an advertisement in a telephone 
directory, distributed in the city of New York, in which he styled himself 
E. H. Brown, C.P.A. (N. H.). 

The people concede that the defendant was certified in the state of 
New Hampshire as a public accountant some time in the past and was 
such accountant on the date of the filing of the information in this court. 
It is also conceded that the letters (N. H.) represent what is understood 
to mean the state of New Hampshire. Admission was made that he never 
received a certificate in the state of New York. 

The district attorney contends that the defendant in advertising himself 
“C. P. A. (N. H.)” committed a misdemeanor violating section 80 of the 
business law, the provisions of which are set forth above. I cannot agree 
with him. In my opinion the defendant in so advertising himself did not 
do that which is prohibited by section 80 of the business law. In other 
words, in using the above letters, he did not hold himself out to the public 
as a certified public accountant of the state of New York. 

Anyone may practise as a public expert accountant and advertise as 
such without license or permission. He may also set forth in such adver- 
tisement any qualifications which he thinks he possesses, so long as no 
deception is intended, to aid him in obtaining clients. Thus, if such person 
were a graduate of a university and had received the degree “bachelor of 
arts,” he may, without violating any law, so inform the public by writing 
after his name the customary letters “A. B.” The defendant was within 
his rights and within the law in informing the public that one of his 
qualifications for practising accountancy is the fact that he was certified 
as such by the proper authorities in the state of New Hampshire. 

It cannot be contended that the statute arbitrarily forbids the use of 
the words certified public accountant or C. P. A. It only forbids such use 
when the result of use is intended to deceive. The law was obviously 
intended to safeguard the public against wrongful misrepresentation as 
to the qualifications of the practitioner. As to the point raised that the 
letters N. H. were not sufficiently descriptive and might suggest other 
meaning than New Hampshire, it seems to me the use of such letters is 
notice to the public to inquire and clear up any ambiguity which might exist. 

For the reasons stated, I vote to acquit the defendant. 

D. F. Murpny, 


Justice, court of special sessions. 


Probably many of our readers will rejoice in the decision of 
Judge Murphy and wiil feel that the profession has been accorded 
the interstate character to which it is entitled. To mitigate the 
joy of such readers we must report that the same judge on the 
same day delivered a similar judgment in the case of one Doyle 
against whom action was brought for describing himself as 
“C. P. A. (N. A.)” which was the designation adopted by members 
of the National Association of Certified Public Accountants. 

But the injunction granted in the District of Columbia prob- 
ably effects nationally what the Doyle case was expected to accom- 
plish only locally. 


117 








The Journal of Accountancy 











Hamilton S. Corwin 


Another great loss has come to the accounting profession in 
America. Hamilton S. Corwin died at San Diego, California, 
July 17th, after a comparatively brief illness. 

To those who had been privileged to have a personal acquaint- 
ance with Mr. Corwin the loss is peculiarly keen, but we doubt 
exceedingly if there is in the whole profession a man or woman 
who has not at one time or another known of some of the good 
work which was done for the profession by this splendid, clear- 
thinking exponent of the highest ethical ideals. 

Mr. Corwin had been a member of the council of the American 
Institute of Accountants and was active on various committees. 
He served on the executive committee and various special com- 
mittees dealing with important developments in the growth of the 
profession. He was also at one time president of the New York 
State Society of Certified Public Accountants. In all these activi- 
ties he displayed an ability to think through and to decide wisely 
on all subjects which were brought to his attention. Those who 
were associated with him in committee work had acquired the 
habit of waiting for the final summing up of results of deliberations 
and the making of concrete suggestions by Mr. Corwin. 

His loyalty to the aims and purposes of the American Institute 
of Accountants was such that at considerable cost of time and 
effort he was always ready to undertake duties imposed upon him 
by the Institute. 

To the members of Mr. Corwin’s family and to the members 
of the firm of Patterson, Teele & Dennis, of which he was for 
many years a partner, we extend our sincere sympathy. 





Admission Requirements of American Institute 


Our attention has been drawn to the fact that there is a 
possibility of misunderstanding a rule of the board of examiners 
of the American Institute of Accountants as it was reported on 
page 38 of the July issue of Tue JourNaAL or Accountancy. Only 
one reader seems to have discovered the possibility of ambiguity, 
but in case other readers may have been confused it should be 
pointed out that the board of examiners in giving credit for other 
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examinations will classify the applicants according to their length 
of practice. 

The accountant who has had only two years of public account- 
ing experience will be considered for admission as associate. The 
applicant who has been five years continuously in public practice 
or has had a total of ten years’ public practice, not necessarily con- 
tinuous, will be considered for admission as member. 
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We offer for consideration of our readers this month several decisions 
ef more or less interest—more to those who have tax matters to handle 
for estates, and less to those who have no such matters. Three of the 
decisions published this month refer to estate taxes and one refers to the 
application to a particular case of section 209 of the revenue act of 1917. If 
the reader has a client who has not been finally allocated for the levying 
of 1917 excess-profits tax among those whose excess-profits tax should be 
computed at the rate of 8 per cent. over the allowable credits and exemp- 
tions or among those paying the tax at the graduated rates, he will read 
with some interest treasury decision No. 3334. 


(T. D. 3334—May 25, 1922) 
Excess-profits tax—Revenue act of 1917—Decision of court. 
INvesteD CAPITAL—SELLING AGENT—TAXABILITY UNDER SECTION 209. 

Plaintiff corporation acted as sole agent for a mining company under 
an arrangement contemplating that it should discount drafts in the case of 
foreign shipments and pay the amount of the invoices in the case of 
domestic shipments, retaining in both cases only commissions and interest, 
so that the principal was constantly in the corporation’s debt for advances. 
The corporation was incorporated for $25,000, and in 1917 had capital, 
at the beginning of the year, of $51,074, and income of $26,890.34 from 
commissions from selling for account of its principal, $22,133.25 profits 
from buying and selling on its own account, and $5,851.90 from interest. 
In 1915 the proportion of gross profits from trading on its own account 
was 23 per cent.; in 1916, 9.8 per cent., and in 1917, 45 per cent. Its profits 
during 1917 were retained, and not distributed as dividends, and its officers 
made substantial advances to aid it in financing the business. The capital 
of the corporation was not used merely to pay ordinary expenses, but to 
assist in paying advances to its principal, as well as to trade on its own 
account. During 1917 its capital was engaged in its business and was 
being turned over in connection with sales, its advances including capital 
available or capital repaid from advances. On December 31, 1917, when 
its bank balance was larger than in any other month of the year, it was 
only $16,501.67, while its capital and surplus amounted to $78,330. Held, 
that such corporation did not merely buy and sell on commission but traded 
substantially on its own account, and had a substantial invested capital 
which was employed in making advances to or on account of its principal, 
and also in buying merchandise on its own account for profitable sale, and 
hence it was not entitled to assessment under section 209 of the revenue 
act of 1917, which applies only to businesses having no invested capital or 
not more than a nominal capital. 

The appended decision of the United States district court for the 
southern district of New York, rendered March 10, 1922, in the case of 
R. H. Martin Unc.) v. William H. Edwards, collector, is published for 
the information of internal revenue officers and others concerned. 

No. 751. Uwntrep States District Court, SourHERN DISTRICT oF 

New York. : 
R. H. Martin (Inc.), plaintiff, v. William H. Edwards, collector of internal 
revenue, second district of New York, defendant. 
{March 10, 1922.] 


Aucustus N. Hann, judge: The plaintiff brings this suit to recover the 
sum of $8,348.50, the amount of an excess-profits tax alleged to have been 
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erroneously assessed under the revenue act of 1917, and paid to the 
defendant under protest. 


The plaintiff corporation act.c a: sole agent for the Martin Bennett 
Asbestos Mines, located at Thetford Mines, in the province of Quebec. 
Under a written agreement, dated June 14, 1913, made between the Martin 
Bennett Asbestos Mines and Robert H. Martin, it was provided that invoices 
and bills of lading for each shipment of ore made by the Martin Bennett 
Asbestos Mines to its customers were to be sent direct to R. H. Martin, 
who had no responsibility to effect collection. In the case of export ship- 
ments Martin was to remit the amount of his sale less commission and 
interest as soon as he had negotiated with his bankers the drafts against 
such shipments. In the case of domestic shipments he was to make settle- 
ment by sending his check less commission and interest as soon as the 
invoice could be properly checked up and accounted. The written memo- 
randum stated that Martin did not guarantee any of the accounts, and in 
the event of their not being paid upon the date of maturity he was entitled 
to charge the whole amount with interest back to the Martin Bennett 
Asbestos Mines. The foregoing arrangement evidently contemplated that 
Martin should discount the drafts in the case of foreign shipments and pay 
the amount of the invoice in case of domestic shipments, retaining only his 
commissions and interest. The plaintiff was organized for the purpose of 
carrying on the agency business of Robert H. Martin and his son and 
residuary legatee, Alexander R. Martin. It was incorporated with a capital 
of $25,000, and assumed the agreement of Robert H. Martin, heretofore 
mentioned, which he had made with the Martin Bennett Asbestos Mines. 
It paid Alexander R. Martin, as president of the company, a salary of 
$5,000, which was concededly less than the value of his services to the 
company. 


Plaintiff seeks to recover taxes alleged to have been overpaid upon the 
theory that taxes should have been computed pursuant to section 209 of 
the revenue act of 1917. This section provides: 


That in the case of a trade or business having no invested capital or not 
more than a nominal capital tl:ere shall be levied, assessed, collected, and 
paid, in addition to the taxes under existing law and under this act, in lieu 
of the tax imposed by section two hundred and one, a tax equivalent to 
eight per centum of the net income of such trade or business in excess of 
the following deductions: In the case of a domestic corporation $3,000; 
and in the case of a domestic partnership or a citizen or resident of the 
United States, $6,000; in the case of all other trades or business, no 
deduction. 

Article 73 of the paar y of the commissioner of internal revenue, 
approved October 3, 1917, provides that— 

Agents and brokers requiring and using no capital or merely a nominal 
capital in their business are taxable under article 15 (same as section 209) 
but commission houses regularly employing a substantial amount of capital, 
whether to lend to principals or to carry goods on their own account, are 
not deemed to be agents or brokers. . x 


Article 74 provides that— : 

. . . The term nominal capital as used in section 209 means in ral 
a small or negligible capital whose use in a particular trade or business is 
incidental. The following will not construe as business having a nominal 
capital for purposes of excess-profits tax: 


(a) A business which because of conditions arising from the war or 
exceptional opportunities for profits earns a disproportionately high rate of 
profits during the taxable year, if it belongs to a class which necessarily 
and customarily requires capital for its operations . . . 

(b) Corporations which although their capitalization is nominal employ 
a substantial amount of capital in their business. 
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During the year 1915 the plaintiff purchased on its own account mer- 
chandise to the amount of $94,021.72 and sold such merchandise for 
$98,626.31. In 1916 such purchases on its own account amounted to. 

7,011.16. and.sales on, its.account amounted to $49,225.66.. In 1917 suaie 
purchases on its own account amounted to $27,156.55 and sales amoufifi 
to $49,289.89. 

The plaintiff's capita! at the beginning of the year 1917 was $51,074. 
plaintiff was obliged under its arrangement to make settlements for domestic 
shipments by sending its check, less commissions and interest, as soon as 
the invoices could be properly checked up, and this it did. 

During the year 1917 its income was derived from the following sources : 


Commissions from selling for account of the mines. $26,890.34 
Profits from buying and selling on its own account. 22,133.25 












a Sg Sy eh AT a ia 5,851.90 
MEE 5 ShcdactGu vee tees cb kinasis secant cicaiua $54,875.49 


If it had limited itself to buying and selling on commission, with a 
small incidental trading on its own account, the plaintiff’s contention would 
be good, but in the case of this corporation it is evident that there was 
substantial trading on its own account and also that it required capital to 
conduct its business in the way it was conducted. In 1915 the proportion 
of the gross profits received by the plaintiff for trading on his own account 
was 23 per cent.; in 1916, 9.8 per cent.; and in 1917, 45 per cent. Its 
profits during the year 1917 were retained, and not distributed as dividends, 
and its officers continually made substantial advances besides to aid it in 
financing the business it conducted. The capital was not used merely to 
pay the ordinary expenses of the corporation, which were less than $3,000 
a month, but to assist in making advances to its principal, for whom it 
was acting as selling agent, as well as to trade on its own account. 

I have indicated above that there was considerable trading by the 
plaintiff on its own account in 1915-16, so that the large amount of such 
trading in 1917 can not be regarded as merely “incidental.” (See art. 74 
of regulations.) It is urged that during the year 1917, outside of the 
months of January and February, when the remittances exceeded the 
receipts by $6,088, plaintiff was able to conduct its business without resort- 
ing to its capital. This argument is based on the fact that except during 
those two months it seems to have received more than it paid out. Its 
capital was, however, during this very period engaged in its business and 
being turned over in connection with sales of asbestos. Its advances 
included capital available or capital repaid from advances. If this is not 
so, I can not see where its capital was or what use was being made of it. 
On December 31, 1917, when its bank balance was larger than in any 
other month of the year, it was only $16,501.67, and yet the capital and 
surplus then appears by the balance-sheet to have amounted to $78,330. 
In its balance-sheet of December 31, 1916, out of its assets of $97,842.10, 
$76,606.47 seems to have represented accounts and bills receivable derived 
from sales for the account of the mines and sales on its own account, 
$13,872.50 seems to have represented loans as direct advances to the 
mines, before maturity of the bills of customers of the latter to whom 
plaintiff had sold products of the mines. The balance-sheet of December 
31, 1917, indicates the same sort of situation. Approximately only $16,000 
of the capital and surplus, which aggregated $78,330, was available in the 
form of cash in bank. 


The situation somewhat resembles that in Farmers Loan & Trust 
Co. v. Anderson (241 Fed. 322.) There it was argued that the Farmers 
Loan & Trust Co. of New York was not subject to a tax upon capital 
and surplus employed in banking because there were sufficient investments 
to exhaust its capital. The trust company unsuc’essfully attempted to 
attribute all its large and varied banking business to the use of assets 
other than its capital, because there were sufficient permanent investments 
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to exhaust the latter. Here it may be that there were sufficient bills and 
accounts receivable derived from sale of products of the mines to offset 
all loans and advances to the latter, but they had not been collected, and 
e capital of the plaintiff was needed, though temporarily, to make good 

advances” which“were® smadeMbefore’the “G0 days’ credits to 
mers Of the mines had expired and the money came in. Every 
“successful business would have its capital not only unimpaired but unem- 
> ployed if its outstanding accounts receivable could be at all times liquidated 
forthwith, but the chief use of capital is to carry it along until the pay- 
ments come in. 

1 am of the opinion that the plaintiff had more than a nominal capital 
and had a substantial invested capital which was employed in making 
advances to or on account of the mines and also in buying merchandise 
on its own account for profitable sale. 

A verdict is accordingly directed for the defendant. 


(T. D. 3338—May 29, 1922) 

Estate tax—Act of September 8, 1916—Decision of Supreme Court. 

1. RETROACTIVE OPERATION OF STATUTE—TRUST INTENDED TO TAKE EFFECT 
AT OR AFTER DEATH. 

Act of September 8, 1916, Title II, is prospective and not retroactive 
in operation, and section 202 (b) thereof is therefore not applicable to a 
trust created prior to the passage of the act, but intended to take effect 
in possession or enjoyment at or after the death of the creator of the 
trust who died subsequently to the passage of such act. 


2. Actions To Recover Tax Pam—Svuccessor to CoLLector AS PARTY 
DEFENDANT. 

Suit may not be brought against a collector of internal revenue for 
the recovery of a tax, in the collection and disbursement of which such 
officer had no agency; therefore, the substitution of the successor to a 
collector who collected a tax as defendant on the resignation of such col- 
lector was error, and a defense of nonliability set up by such successor 
is sufficient. (Smietanka v. Indiana Steel Co., T. D. 3304 followed.) 

The appended decision of the supreme court of the United States, 
dated May 1, 1922, in the case of Union Trust Co. et al., executors, v. 
Wardell, collector, reversing the judgment of the district court of the 
United States for the northern district of California (T. D. 3151), is 
published for the information of internal revenue officers and others 
concerned. 

SuprEME Court oF THE Unitep Srates. No. 236. Octoper Term, 1921. 
Union Trust Co. of San Francisco and Albert Lachman, as executors of 
the last will and testament of Henriette S. Lachman, deceased, plaintiffs 
in error, v. Justus S. Wardell, United States collector of internal 
revenue for the first district of California, and John L. Flynn, United 
States collector of internal revenue for the first district of California. 
Error to the district court of the United States for the northern district 
of California. 
[May 1, 1922.] 

Mr. Justice McKenna delivered the opinion of the court: 

This case was argued at the same time and submitted with No. 200, 
Schwab v. Doyle, just decided. It involves, as that case did, the estate 
tax act of September 8, 1916, and its different facts illustrate and aia 
the principle upon which that case was decided. 

Plaintiffs in error are executors of the last will and testament of 
Henriette S. Lachman, deceased. They were also parties to a trust 
deed made by her during her lifetime. They sued defendant in error 
Wardell, he then being United States collector of internal revenue for 
the first district of California, to recover the sum of $4,545.50 that 


123 
























The Journal of Accountancy 








being the amount of a tax assessed against the estate of Henriette S. 
Lachman, upon the value of 4,985 shares of stock transferred in trust 
by Henriette S. Lachman to trustees upon the assumption that the act 
of Congress of September 8, 1916, was applicable to the trust. 

The following is a summary of the facts stated narratively: On 
May 31, 1901, Henriette S. Lachman was the owner of 7,475 shares of 
the capital stock of the S. & H. Lachman Estate, a corporation. On 
that date she executed and delivered to Albert Lachman and Henry 
Lachman, her sons, the following instrument: 

ALAMEDA, CAL., May 31, 1901. 


To Albert Lachman and Henry Lachman, my sons: 

This is to certify that I have delivered to you seven thousand four 
hundred and seventy-five (7,475) shares of the capital stock of the 
S. & H. Lachman Estate, represented by certificates numbers eleven 
(11), twelve (12), and thirteen (13) respectively, however, upon the 
following trust: 

To pay to me during my lifetime, all the income earned and 
derived therefrom, and, upon my death to deliver two thousand four 
hundred and ninety (2.490) shares, respectively by certificates number 
eleven (11) unto Henry Lachman, thenceforth for his absolute prop- 
erty; two thousand four hundred and ninety-five (2,495) shares, repre- 
sented by certificates number thirteen (13) unto Albert Lachman, 
thenceforth for his absolute property; and yourselves, to wit, Albert 
Lachman and Henry Lachman, to hold two thousand four hundred 
and ninety (2,490) shares, represented by certificate number twelve (12) 
upon my death, in trust paying the income derived therefrom unto 
my daughter, Rebecca, wife of Lea Metzger, and upon the death of 
my said daughter, the income and earnings derived from said two 
thousand four hundred and ninety (2,490) shares shall be held, or 
expended, by you, according to your judgment, for the benefit of my 
grandchildren, the children of my said daughter, Rebecca Metzger, and 
upon the youngest of said children attaining the age of majority, all 
the then surviving children of my said daughter, Rebecca Metzger, 
shall be immediately entitled to said two thousand four hundred and 
ninety (2,490) shares in equal proportions. 

HENRIETTE LACHMAN. 

The requirements of the deed were performed upon the contingen- 
cies occurring for which it provided. 

On November 14, 1916, Henriette S. Lachman died, being then a 
resident of Alameda county, Calif., leaving an estate of the value of 
$302,963.64, which included 2,490 shares of the stock that passed to 
her upon the death of her husband and 25 shares of stock in a business 
that had been conducted by her husband but did not include the 
transfer of the 4,985 shares included in the trust deed. 

The will was duly probated and the tax under the act of September 
8, 1916, was paid on the property which passed under her will, but no 
tax was paid on the 4,985 shares transferred 15 years before by the 
trust deed. 

The commissioner having ruled that those shares were subject to 
a tax, assessed against them the sum of $4,545.50. It was paid under 
protest and this action was brought for its recovery. 

Wardell demurred to the complaint on the ground that it did not 
state facts sufficient to constitute a cause of action against them. The 
demurrer was sustained and judgment entered dismissing the complaint. 

Stating the contention of the plaintiffs, the court said it was that 
“the act should not be construed as tc include transfers made prior to 
its passage, and that if it be so construed the act is unconstitutional.” 
The court observed that “both of these questions were determined 
adversely to the plaintiffs by the circuit court of Appeals for the eighth 
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circuit in Schwab, executor, v. Doyle, not yet reported.” And said further, 
“in that case the transfer was made in contemplation of death, whereas 
in the present case the transfer was intended to take effect in possession 
or enjoyment at or after death, but manifestly the same rule of con- 
struction will apply to both provisions, and the same rule of constitu- 
tional validity.” 

The court, while apparently relying on Schwab v. Doyle, declared that 
it entertained “no doubt that the act was intended to operate retro- 
spectively, and a contrary construction could only be justified on the 
principle that such a construction would render the act unconstitu- 
tional.” 

The same contentions are made against and for the ruling of the 
court as were made in Schwab v. Doyle. It is not necessary to repeat 
them. They are, with but verbal variations, the same as in Schwab v. 
Doyle, and the commissioner so considering, submits this case upon 
his brief in that. 

We have there stated them and passed judgment upon that which 
we think determines the case; that is, the retroactivity of the act of 
September 8, 1916. The facts in this case fortify the reasoning in 
that. In this case the act is given operation against an instrument 
executed 15 years before the passage of the act. 

The record exhibits proceedings that should be noticed. The de- 
murrer of Wardell was sustained to the complaint, and a judgment 
of dismissal entered January 13, 1921. 

On February 2, 1921, plaintiffs gave notice of a motion to sub- 
stitute John S. Flynn as defendant in the place and stead of Wardell 
in so far as the action was against Wardell in his official capacity, 
and to permit it to be continued and prosecuted against him so far 
as it was against him personally. 

The grounds of the motion were stated to be that he had resigned 
and Flynn had been appointed his successor and was then the acting 
collector. 

On February 7, 1921, the motion was granted. The order of the 
court recited the resignation of Wardell and the succession of Flynn. 
And it being uncertain as to whether this was a proper case for the 
substitution of Flynn or was one which should proceed against Wardell, 
and it appearing to the court on motion of plaintiffs that it was neces- 
sary for the survivor to obtain a settlement of the questions involved, 
it was ordered that so far as the action was against Wardell in his 
official capacity, it might be sustained against Flynn as his successor, 
and that, so far as it was against Wardell personally, it should be 
continued against him. And it was ordered that the action should 
thereafter proceed against Flynn and Wardell without further pleadings 
or process. 

On February 9, 1921, Flynn filed an appearance by attorneys which 
recited that he had been substituted in the place of Wardell in so far 
as the action was against Wardell in his official capacity, and thereby 
appeared in the action as such defendant. 

It will be observed that there was no resistance to the motion of 
substitution of Flynn nor exception by him, and that he almost imme- 
diately appeared in the action in compliance with the order of the 
court. The subsequent proceedings were directed as much against him 
as against Wardell, the bond upon ‘the writ of error running to both. 

However, this court decided in Smietanka, collector, v. Indiana Steel Co., 
October 24, of this term that a suit may not be brought against a 
collector of internal revenue for the recovery of a tax, in the collection 
and disbursement of which such officer had no agency. We think the 
bringing of Flynn into the case was error. Therefore, upon the return 
of the case to the district court, he shall be permitted to set up the 
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defense of nonliability, if he be so advised, and, if he set up the 
defense, it shall be ruled as sufficient for the reasons we have given. 
Judgment reversed and cause remanded for further proceedings in 
accordance with this opinion. 
(T. D. 3339—May 29, 1922) 
Estate tax—Act of September 8, 1916—Decision of Supreme Court. 


1. SratTuTES—RETROACTIVITY—INTENTION. 

Statutes will not be construed as retroactive unless that intention is 
clearly declared and the language makes such operation imperative. 
2. SAME—TRANSFERS IN CONTEMPLATION OF DEATH. 

Act of September 8, 1916, Title II, is prospective and not retroactive 
in operation and section 202 (b) thereof is therefore not applicable to 
transfers made or trusts created in contemplation of death prior to the 
passage of the act, though the maker of the transfer or the creator of the 
trust died subsequently thereto. 

3. Same—Errect or Section 402, Revenue Act or 1918. 

The provision of section 402 of the revenue act of 1918, which reénacted 
section 202 of the act of September 8, 1916, that the transfer or trust 
should be taxed whether “made or created before or after the passage of 
the act,” was not an elucidation of the act of September 8, 1916, but was 
the declaration of a new purpose, not the explanation of an old one. 

The appended decision of the supreme court of the United States, dated 
May 1, 1922, in the case of Victor E. Shwab, executor, v. Doyle, collector, 
reversing the decision of the United States circuit court of appeals, sixth 
circuit (T. D. 3119), is published for the information of internal revenue 
officers and others concerned. 

SupreME Court oF THE Unitep States. No. 200. Octoser Term, 1921. 
Victor E. Schwab, executor of the last will and testament of Augusta J. 

Dickel, deceased, plaintiff in error, v. Emanuel J. Doyle, United States 

collector of internal revenue for the fourth collection district of Michigan. 

Error to the United States circuit court of appeals for the sixth circuit. 

[May 1, 1922.] 

Mr. Justice McKenna delivered the opinion of the court: 

Augusta Dickel by a deed dated April 21, 1915, assigned and delivered 
to the Detroit Trust Co., stocks, bonds, or securities of the declared value 
of $1,000,000—with all their unmatured coupons, and the proceeds to be 
derived therefrom, both principal and income, in trust, to invest and 
reinvest and to pay the net income for life to Victor E. Schwab, or on 
his written order. After his death he net income was directed to be paid 
to six beneficiaries, his children. A power of delegating and selling or 
exchanging all securities was given to Shwab, and of reinvestment. During 
the life of Shwab the net income was to be paid to him or his order. 
After his death the trust was to continue during the lives of the bene- 
ficiaries and the net income was to be paid to them during their respective 
lives in equal shares. 

There were other rights and powers given to plaintiff and the bene- 
ficiaries not necessary to mention. 

The trust deed was accepted by the Detroit Trust Co. on or before 
June 3, 1915. 

Augusta Dickel died September 16, 1916, possessed of an estate of 
$800,000. Seven days before her death Congress passed an act entitled 
“estate tax act” (39 Stat. 777-780). The act provided that according to 
certain percentages of the value of the net estate, a ‘ax was to be imposed 
upon the transfer of the net estate of every decedent dying after the passage 
of the act, “to the extent of any interest therein of which the decedent 
has at any time made a transfer, or with respect to which he has created 
a trust, in contemplation of or intended to take effect in possession or 
enjoyment at or after his death, except in case of a bona fide sale for a 
fair consideration in money or money’s worth. Any transfer of a material 
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part of his property in the nature of a final disposition or distribution 
thereof, made by the decedent within two years prior to his death, without 
such a consideration, shall, unless shown to the contrary, be deemed to 
hes been made in contemplation of death within the meaning of this 
Ga 

Under the assumption that the act was applicable to the deed made by 
Augusta Dickel to the Detroit Trust Co. a tax was assessed and exacted 
from plaintiff in error (here called plaintiff) in the sum of 048.41. 
Plaintiff paid it under protest and then to recover it brought this action 
in the district court of the United States for the western district of 
Michigan, southern division. 

A jury being impaneled to try the case, the plaintiff presented his con- 
tentions in requests for charges. These were: (1) To find for plaintiff. 
(2) Upon refusal of the court to so charge but not otherwise, that the 
deed of Mrs. Dickel to the Detroit Trust Co. took effect more than a year 
before the enactment of the act of September 8, 1916; that is, took effect 
immediately, not in possession or enjoyment at or after the death of Mrs. 
Dickel. (3) The words “in contemplation of death” do not refer to that 
general expectation of death which every mortal entertains, but rather the 
apprehension which arises from some existing condition of body or some 
impending peril. (4) If Mrs. Dickel when she made the trust deed was 
not in that apprehension arising from that condition of body or of an 
impending peril, it was not made within the meaning of the act of congress. 
(5) Mrs. Dickel having made the deed before the act of congress was 
passed, her purpose was not to defeat or evade the federal revenue law. 

There were other requests for instruction to the jury not material to 
be considered except that the act of congress was not retrospective in 
character and, therefore, did not impose a tax on the deed from Mrs. 
Dickel to the trust company. And that if it could be considered to have 
that character and effect, it would be unconstitutional and void as a denial 
of due process of law, and the taking of private property for public use 
without just compensation, contrary to the fourteenth amendment of the 
Constitution of the United States. 

The court ruled against all of the requests so far as the court consid- 
ered them as presenting questions of law, but considered that whether the 
trust deed was made in contemplation of death was a question for the 
jury and submitted it to them, with aiding and defining explanations, and 
concluded by declaring, “the whole question is the question whether the 
transfer was made in contemplation of death; that is all there is to it.” 

The verdict of the jury was in favor of the defendant, upon which 
judgment was duly entered. !t was affirmed by the circuit court of appeals 
(269 Fed. 321), to the action of which this writ of error is directed. 

Plaintiff urges against the judgment of the circuit court of appeals 
all of the contentions presented in his requests made to the district court 
for instructions to the jury, but so diverse and extensive consideration is 
only necessary if the act of congress be of retrospective operation. To 
that proposition we shall, therefore, address our attention. 

The initial admonition is that laws are not to be considered as applying 
to cases which arose before their passage unless that intention be clearly 
declared. (1 Kent. 455; Bidman v. Martinez, 184 U. S. 578; White v. 
United States, 191 U. S. 545; Gould v. Gould, 245 U. S. 151; Story, Const. 
sec. 1398.) The comment of Story is, “retrospective laws are, indeed, 
generally unjust; and, as has been forcibly said, neither accord with sound 
legislation nor with the fundamental principles of the social compact.” 

There is absolute prohibition against them when their purpose is 
punitive; they then being denominated ex post facto laws. It is the sense 
of the situation that that which impels prohibition in such case exacts 
clearness of declaration when burdens are imposed upon completed and 
remote transactions, or consequences given to them of which there could 
have been no foresight or contemplation when they were designed and 
consummated. 
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The act of September 8, 1916, is within the condemnation. 

There is certainly in it no declaration of retroactivity, “clear, strong, 
and imperative,” which is the condition expressed in United States v. 
Heth (3 Cranch, 398, 415) ; also United States v. Burr (159 U. S. 78, 82-83). 

If the absence of such determining declaration leaves to the statute a 
double sense, it is the command of the cases, that that which rejects 
retroactive operation must be selected. 

The circumstances of this case impel to such selection. If retroactivity 
be accepted, what shall mark its limit? The circuit court of appeals found 
the interrogation not troublesome. It said, “Congress would, we think, 
scarcely be impressed with a practical likelihood that a transfer made 
many years before a grantor’s death (say 25 years, to use plaintiff's sug- 
gestion) would be judicially found to be made in contemplation of death 
under the legal definition applicable thereto, and without the aid of the 
two years’ prima facie provision.” In other words, the sense of courts 
and juries, good or otherwise, might, against the words of the statute, and 
against what might be the evidence in the case, unhelped by the presump- 
tion declared, fix the years of its retrospect. This would seem to make 
the difficulty or ease of proof a substitute for the condition which the 
statute makes necessary to the imposition of the tax; that is, the disposition 
with which the transfer is made; and certainly whether that disposition 
exist at an instant before death or years before death, it is a condition of 
the tax. 

The construction of the government is more tenable though more 
unrestrained. It accepted in bold consistency, at the oral argument, 
the challenge of 25 years, and a ruling of the commissioner of internal 
revenue, in bolder confidence, extends the statute to “transfers of any 
kind made in contemplation of death at any time whatsoever (tate ours) 
prior to September 8, 1916.” The sole test in the opinion of that officer 
is “the date of the death of the decedent.” He fixes no period to the 
retrospect he declares, but reserves, if he be taken at his word, the 
transfers of all times to the demands of revenue. In this there is much 
to allure an administrative officer. Indeed, its simplicity attracts 
anyone. It removes puzzle from construction and perplexity and 
pertinence on account of the distance of death from the transfer, risk- 
ing no chances of courts or juries, in repugnance opr revolt, taking 
liberties with the act to relieve from its exactions to the demands of 
revenue. 

if congress, however, had the purpose assigned by the commis- 
sioner it should have declared it; when it had that purpose it did 
declare it. In the revenue act of 1918 it rénacted section 202 of the 
act of September 8, 1916, and provided that the transfer or trust should 
be taxed whether “made or created before or after the passage of” 
the act. And we can not accept the explanation that this was an 
elucidation of the act of 1916, and not an addition to it, as averred 
by defendant, but regard the act of 1918 rather as a declaration of a 
new purpose; not the explanation of an old one. But granting the 
contention of the defendant has plausibility, it is to be remembered 
that we are dealing with a tax measure and whatever doubt exists 
must be resolved against it. 

This we have seen is the declaration of the cases and this the basis 
of our decision; that is, has determined our judgment against the 
retroactive operation of the statute. There are adverse considerations 
and the government has urged them all. To enter into a detail of them 
or of the cases cited to sustain them and of those cited to oppose them, 
either directly or in tendency, and the examples of the states for and 
against them, would extend this opinion to repellant length. We need 
only say that we have given careful consideration to the opposing 
argument and cases, and a careful study of the text of the act of 
congress, and have resolved that it should be not construed to apply 
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to transactions completed when the act became a law. And this, we 
repeat, is in accord with principle and authority. It is the proclama- 
tion of both that a statute should not be given a retrospective operation 
unless its words make that imperative, and this can not be said of 
the words of the act of September 8, 1916. 

Judgment reversed. 


(T. D. 3348—June 10, 1922.) 
Estate tax—Revenue act of 1918—Decision of court. 


1. Surr 10 Enyorn Cotitection or Tax—Remepy at Law. 

Injunction wil! not issue to restrain a collector of internal revenue from 
collecting an estate tax imposed by the revenue act of 1918, title IV, on 
the ground that under section 408 of such act the executors of the estate 
had until the expiration of one year and 180 days after decedent’s death in 
which to pay the tax, and that such executors were without adequate remedy 
at law. (Nichols v. Gaston, T. D. 3325, followed.) 


SAME—APPEAL—EFFECT OF PAYMENT ON CONSIDERATION OF CASE ON MERITS. 
Where costs have been decreed against a collector in the district court 
in a suit enjoining collection of a tax from which he would be relieved if 
the decree should be reversed, motion to affirm the decree or dismiss the 
appeal on the ground that, in view of the payment of the tax before hearing 
in the circuit court of appeals, the questions presented by the appeal were 
academic, will be denied, and the case will be considered on its merits. 
The appended decision of the United States circuit court of appeals for 
the first circuit in the case of Frank A. Page v. Frank L. Polk et al., 
reversing the decree of the district court of the United States for the 
district of Rhode Island, is published for the information of revenue 
officers and others concerned. 
Unitep States Circurr Court oF APPEALS FOR THE First Circuit. No. 1544. 
Ocroper Term, 1921. 

Frank A. Page, individually and as collector of internal revenue, defendant, 
appellant, v. Frank L. Polk et al., executors, plaintiff, appellees. 
Appeal from the district court of the United States for the district of 

hode Island. 


Before BINGHAM, JoHNsOoN, and ANDERSON, judges. 
OPINION OF THE COURT. 


[May 16, 1922.] 


BincHAM, Judge: This is an appeal from a final decree of the district 
court for Rhode Island in a suit in equity brought by Frank L. Polk and 
the United States Trust Co. of New York, executors of the estate of 
Josephine Brooks, against Frank A. Page individually and as collector of 
internal revenue for the district of Rhode Island, restraining the latter 
from collecting a tax assessed against the estate. 

The complainants are citizens of New York and the defendant is a citizen 
of Rhode Island. Josephine Brooks dieé August 17, 1920. The complainants 
duly filed their return setting forth the value of the estate, and the com- 
missioner of internal revenue assessed thereon a tax of $245,787.67, under 
title IV of the revenue act of February 24, 1919 (Stat. L, p. 1096). 
jurisdiction of the district court, as a federal court, is involved on the 
ground of diverse citizenship and that the amount involved exceeds $5,000, 
exclusive of interest and costs; also on the that the suit is one 
arising under the internal revenue laws of the United States. 

There is no controversy as to the legality or amount of the tax assessed 
against the estate The complainants contend that under section 408 of 
the act of 1919 they are given a year and 180 days after their testatrix’s 
death in which to pay the tax, even though the commissioner of internal 
revenue had not extended the time of payment under section 406 for 
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180 days after its due date, and that the defendant was not authorized to 
enforce its collection by distraint or otherwise until after the expiration 
of 180 days; that in violation of this right the defendant, pretending to 
act in his capacity as collector, on the 28th day of September, 1921, and 
before the 180 days had expired, notified the complainants that, unless the 
tax was paid within 10 days, he should proceed to collect the same, with 
costs, by seizure and sale of property; that under section 408 of the act 
of 1919 the collector is prevented from collecting the tax by distraint or 
otherwise within 180 days; and that the threatened seizure, if carried out, 
would have been unauthorized and an act not done by him in his official 
capacity or with color of law. They further contend and allege in their 
bill that if, to avoid such threatened distraint, they at this time paid the 
tax they would be remediless in law, as they had the privilege, under section 
406, of paying the tax at any time down to February 13, 1922, without 
interest. It was also alleged in the bill that the payment of the tax at the 
time of the commencement of the suit rather than on February 13, 1922, 
would subject the estate to loss of interest on the money during the interim 
in excess of $5,000 and would subject the estate to the difficulty of con- 
verting the assets into cash for immediate payment of a large sum of money. 
But it appears in the final decree that it was stipulated in open court that 
the complainants had, at the time of the commencement of the suit and 
at the time of entering the decree, assets in their hands sufficient to meet 
the tax, and that the loss which they would have sustained by the payment 
would have been the interest on the tax, unless they were able to recover 
it back from the United States. 

It was decreed that the payment of the tax was “not required by law or 
compellable by distraint until one year and 180 days after the death of 
Josephine Brooks, which occurred on the 17th day of August, 1920;” that 
payment of the tax “at the time of the filing of the original bill herein, 
instead of in February, 1922 * * *, would have subjected the estate 
* * * to loss of interest on the money so paid during the interim, 
amounting to a sum in excess of $5,000; and that if, to avoid the threatened 
distraint, the plaintiffs should themselves pay such tax prior to February 
13, 1922, they would be remediless in the law.” It was further decreed 
that the defendant, his agents and servants, be permanently restrained 
“from making or attempting to make any seizure, distress or distraint of 
the property of the complainants * * * until the expiration of the 13th 
day of February, 1922 (but no longer),” and “that the complainants recover 
of the defendant, Frank A. Page individually, the sum of $46.54, their costs 
and disbursements herein duly taxed.” 


The bill of complaint was filed October 4, 1921. The final decree was 
entered December 27, 1921. A petition for appeal and assignment of errors 
was filed January 27, 1922, and on that day the appeal was allowed and 
citation issued returnable to this court February 24, 1922, the service of 
which was accepted January 27, 1922. The record was filed in this court 
February 9, 1922. 

On February 10, 1922, the 180 days having nearly elapsed, the complain- 
ants paid the collector of internal revenue the tax in question. 

When the case came on for hearing in this court the appellees (com- 
plainants) moved to affirm the decree or dismiss the appeal on the ground 
that, the tax having been paid, the questions presented by the appeal were 
academic. The appellant objected and now contends that the case should 
be considered on its merits and the decree reversed on the authority of our 
decision of March 21, 1922, in Nichols v. Gaston et al., executors; that no 
other course can properly be taken as costs were awarded against him in 
the court below, which he has paid. 

Costs having been decreed against the appellant from which he would 
be relieved if the decree should be reversed, we think the case must be 
considered on its merits Matter of application of Martin v. W. J. Johnson 
Co. (128 N. Y. 605). 
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The facts in this case, so far as they relate to the right of the appellees 
to restrain the appellant from collecting the tax, differ in no respect from 
those considered by us in Nichols v. Gaston et al., executors, supra, in which 
it was held that the injunction was improperly issued. We see no occasion 
for receding from the views there expressed and are of the opinion that 
the appellees’ motion should be denied, the decree of the district court 
reversed, and costs awarded the appellant in this court and in the court 
below. 

The decree of the district court is reversed and the case is remanded to 
that court with directions to enter a decree dismissing the bill, with costs 
to the appellant in this court and in the district court. 


CONCURRING OPINION. 


ANDERSON, judge. Sitting as district court on January 9, 1922, the 
case of Gaston v. Nichols came before me. It then appeared that the issue 
in that case was not distinguishable from the issue in the present case, in 
which, on November 17, 1921, Judge Brown had filed a careful opinion. 
It seemed plain that the question was one of substantial public importance 
that ought to be determined speedily by the court of appeals. 

Manifestly, it would have been of no practical use for me, sitting as 
district court, to have studied the problem and formed and expressed an 
opinion agreeing or disagreeing with Judge Brown’s views. Accordingly, 
in order to speed the cause, without hearing the question argued, | ruled, 
pro forma, as Judge Brown had ruled—the parties agreeing to codperate 
in every practical way in obtaining an early hearing in this court. 

On this appeal in Page v. Polk I have for the first time considered the 
question and examined the authorities. My views accord with the decision 
of this court in Nichols v. Gaston and in the instant case. 





Accountants’ Meeting in Seattle 

A meeting of members of the Oregon and Washington Societies of 
Certified Public Accountants and the Institute of Chartered Accountants 
of British Columbia was held at the Rainier Club, Seattle, on June 16th, 
by invitation of the Washington society. 

The meeting was devoted principally to social affairs, and there were 
few formal discussions. The programme consisted of music, entertain- 
ment, an address of welcome by Harry W. Carroll, an address by A. L. C. 
Chalk on conditions in Canada; Arthur Berridge of Portland spoke on 
the subject of codperation, and W. E. Cox of the accounting deparment 
of the school of business administration of the University of Washington 
delivered an address on accounting as a profession. Dinner was held at 
the Arctic Club. 





Certified Public Accountants of Massachusetts, Inc. 

At the annual meeting of the Certified Public Accountants of Massa- 
chusetts, Inc., held May 22nd, the following officers were elected: President, 
Hollis E. Sawyer; vice-president, Stanley G. H. Fitch; secretary, Frederick 
Bond Cherrington; treasurer, Robert Douglas; three members of the 
executive committee: J. Edward Masters, Charles F. Rittenhouse and 
George Lyall. 





D. D. Gearhart announces the opening of an office at 1139 Granite 
building, Rochester, New York. 
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Eprrep sy H. A. FINNEY 


INSTITUTE EXAMINATIONS 


(Notre—The fact that these solutions appear in THe JourNAL oF 
AccounTANCY should not lead the reader to assume that they are the 
official solutions of the American Institute of Accountants. They merely 
represent the personal opinion of the editor of the Students’ Department.) 


EXAMINATION IN ACCOUNTING THEORY AND Pracrice—Parrt II 
May 19, 1922, 1 p.m. to 6 P.M. 


The candidate must answer the first four questions and one other question. 
No. 1 (30 points) : 


The K & L Motors Company, a close corporation, whose records show 
assets amounting to $9,090, exclusive of goodwill, and liabilities of $3,330, 
is reorganized with an authorized capital stock of $500,000, $100,000 of 
which is issued to the stockholders of the old company in lieu of their 
present holdings, the balance to be issued as circumstances warrant. 

The company (reorganized) commences business on the first day of 
March, 1920, under new management—transferring the balances noted above 
—and begins to dispose of its capital stock at a sacrifice in order to 
provide working capital. The funds provided by this means are expended 
quite freely in an attempt to exploit the business. At the end of the 
period of nine months (November 30, 1920), the sales of capital stock 
having fallen off considerably, the company is in difficulty. 


The balances on the books at this date are as follows: 


Dr. Cr. 

ee ss. . occ ae edua eb hues bs eeu sbelen $ 3,959 
IN MN io, 5. ss eulege CheUa as pmscces cs weeds 3,758 
ee. a eee ae ee ae 1,550 
Material and parts inventory, commencement ............ 1,911 
I cate otha hi kod aioe RVs LEDC AN PU ONES Rs > 849-4 00¢0) 2,413 

ES it CEU ks gc SERRE ORS EAS DAS CRC ROS OS eo rked Siok 419 

Coee Gepmmtene ead Gictares 6 ion ei coe ks ccc cceeets 1,611 

PN EE a as wb an oce doe.nus co ueaa Ss ce cn dantew ks 6,280 
OE, CROUIINS CURE oon 5 oc vcccterecsccccesctecas 153 
ED 5.5 cca patndeense <vabiwt cnc ccdencnad 17 
I i 6. 66 GU uno ch 5 4 aeinaboe o's. cip eae One e 1,875 
I SII. og on car ial hbn obo bepias so 4s bee eK ; 

Insurance premiums unexpired ................eceeeeee: 439 
I dass cvceconabacetee cas ante ny sive thea We $23,500 
Accounts payable .............+4:- Se eee ween 9,587 
Ee a ds dendnais ckbeteedsecdbeen aubgedreetnd 4,784 
ed on dn cen ohne mkde Bebe Hine meen 15,467 
STE UD GUNNS on occ nvccccesctssbetoghaseecs 564 
I EC sa, so ak Sui asl daeln tN Came 500 
ee Se OO coda cesesevabs ns peenbe 265 
Ce os one oxcnkbaeneeschnnccd mihi 500,000 
ES ee os oop ba bus eae 0ocnn sss On 319,660 
SN i IE II © 5 dies 606 aOR s 69's o's Kalinga tbat 35, 

ET ES 4436.46 Sed atevadese ss <aehae <ccceseen¥aes tere 94,240 


Comtenet Orders GUtslending ... oc oc ccccccccsccccceccces 
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Purchases: 


Material and parts for tractors .............0eeeeee0: 63,369 
Material and parts for trailers ................-00005 351 
Material and parts for 5th-wheel tractors ............ 6,970 
Material and parts for repairs ...............-000005 714 
Material and parts for power-belt attachment ........ 27 
Sales: 
Sea TIONS | oo iencice kcdavs nck aos neeeidasdees 1,125 
POE EINE nods os bss cndsngios sakes 64,350 
Power-helt. attachamnmte oo. oo iskgsccccuwesedantueen 17 
MEeRANE GE BO8OS ik ioe a hc vac tbcniietinctcncueees 4,377 
BME oc ctisagesscss dhvwe case s4caeniesantinane 1,027 
CNRS ok dices vdadd das 350s Ce 180 
Rent, AEE ni sd dvitha sides ssi scnntess tape tes 1,745 
Rent, -emacwtive OMRGG «kiss csc kc dde.vb oes ceueeeubibbawes 974 
Selasies, qoutethive GHWe .. << ovine cadsanevaducaeatben 3,430 
Satesied, Geekery GHNOE oo dnc oo. ecu ccvcdereenaeeeemeens me 1,511 
Dims. TRIED 5 ooh. 6.o do ons vc cnivigebatndisounneus 4,500 
Porat a leiicc idea cee dus wbeddbhed. cae Sccwes a Reenee eas 1,419 
Labor, Cee aii 5 oo dk nda dbndoev ce oss hacen eee: 10,183 
Power; Hatt and Batt. .onncccccvcccvcdscccectasecdaeeben 376 
Diese. on ins has Kcdisies cen obs cnigey v0 Sade 811 
Maintenance, equipment ...........ccccccccccseeceesecs 316 
Wi oo ok cn a 0a 6 0s 6 aac aid) a tbkae ss sucess 10,746 
Ce eee) oe 2,045 
Me 8 Oe rrr ere eer en ee oer 4,209 
PE ckuiis chads 4s <nidWecc ccedecess ccavasguavesebee 82 
Telephone and telegrams .............0ccceeceeeeeeeeees 592 
TEOWGNE iach en pccc kde s ccc vsnssvcdued ence qanereeoes 2,245 
Comme 223 Foe ee oe eh eS eh 7,842 
Gee io... cic’ S s vapaas sadneamaepeacene keceon 234 
Collections amd GxCWRn@es 0 6. ooo. sos nt cecmenicencses 44 
SR nok s cide vchiectabecesisscacnedcamanen seekers 268 
Fa as, scsi, cine Gans ha bw oc thas 6s 04 ee es baueeee een 238 
ROGGE 6 cas cccdcalins +s pdpbon ds 6e0sscabedgercvheaes 750 
Discounts and allowances .......2... ccc eccccc vec cccees 544 
Profesatonal Gerwites «Babies i... tcc cs cv ecsccdbadbeces 600 
Advances against commissions ....... ry epee: Pi, SR 685 
Adwantes for 96VeliNg . 6.0... ces ccetengsccsuwccencnces 1,526 
Incidentals, manufacturing ............cceecceecevsces 1,800 
Incidentals, sales department ..........-.+.0eeeeeeeeeeee 714 
Pine, GENER Giddcce ccc é cc ddguenadacshcoseaesaceve 385 
Reorganization expenses .........5seeeeeeeeceeeereeeees 1,760 


The inventories at November 30, 1920, were: 
Material and parts: 


For farm tractors and miscellaneous ............ $29,234 
Sdineeleeel CHRROOEE oo acs kis cob ic oc ova oneabees 9,642 
Rawales .... oc cudisicvsadvicwedcavsssaseveanves 1,150 

$40,026 


The management, realizing that a heavy loss has been sustained, con- 
ceives the idea of capitalizing a large portion of its expenses in order to 
make a more favorable statement to present to its bank in an application 
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for a loan, and the bookkeeper is instructed to make the journal entry as 
follows: 


CPO MINE onc 5 os. civpicscens ccsebees $35,399 
To sundries: 
Reorganization expenses ............... $1,760 
Salaries, executive office ............... 1,697 
Salaries, factory office ................. 1,304 
CE os a de eA Sub ée 0 nahin 7,419 
Management, factory ........:....00- 3,500 
a AR alg aiclale a hed a's amine 1,049 
Rent, executive office .................- 641 
NE ovary bal ck oda s ans 0,0 « 00a 1,345 
Power, figmt and heat ..........0sieess 300 
Maintenance, equipment ............... 273 
SEE SEE SAE 623 
RE Soo te 76 
Collections and exchanges ............. 14 
SM oon aa deseceuewedaas 261 
Incidentals, manufacturing ............ 1,619 
Incidentals, sales department ........... 40 
EE °-.- 5s ueucuiivintiewvcsorri-en es 6,300 
PPUUNEG GME SLOTARE 2 oo 6 ccc ees enss 3,112 
eis oi 5a a coe Sha as ae bee 31 
Telephone and telegrams ............... 376 
Printing and stationery ................ 1,522 
Discounts and allowances .............. 409 
RF PER SS AS ae 1,030 
CONS... sacsabamieruein Weld ues 698 


“Transferring the foregoing expense accounts respectively main- 
tained to and including September 30, 1920, to foundation account, said 
expenses being incurred in the establishment of the Forma-Tractor, etc., 
on ‘the market,’ the effectiveness thereof being apparent from October 
1, 1920, in the marked increase of sales as shown by the books.” 

An accountant is then asked to prepare balance-sheet and operating 
account from the adjusted trial balance and to certify thereto. He pre- 
pares the statements as requested but refuses a certificate, giving his reasons, 
although the management contends that it is justified in its request and 
cites two instances in which requests under similar conditions received favor- 
able consideration. The accountant, however, presenting facts in his report, 
takes occasion to refer to the increase of sales during the last two months 
as probably the result of the expenditures in “pioneering.” 

You are asked to prepare the statements, balance-sheet and operating 
account, giving particular attention to the proper classification in each and 
to comment briefly upon the attitude of the accountant and the contention 
of the management. 

Note—Do not waste time in making unnecessary transcripts of lists of 
balances placed before you. 


Solution: The problem is vague on the point as to whether the candi- 
date is expected to prepare the statements by giving effect to the company’s 
foundation-account entry or statements without giving effect thereto. As 
far as I can see, one guess is as good as another, and my guess is that 
effect is not to be given to the entry. I make this guess because of the 
expressed insistence upon correct classification, and it would seem that 
correct content would be equally important. 

While proper classification is demanded, insufficient information is given 
to enable the candidate to be sure in all cases that his classification is 
correct. Are the royalties based on the quantity manufactured or on the 
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quantity sold? In the first case, they are a manufacturing expense ; in the 
second case, they are a selling expense. There is an account with freight 
and storage and another with shipping. I assume that the first is equivalent 
to freight in and storage of goods before manufacture and treat it as an 
addition to purchases, and that the shipping account is equivalent to freight 
out and treat it as a selling expense. Are the traveling expenses and the 
commission expenses connected with the sale of product or the sale of 
stock? 

Making the necessary assumptions, the statements appear as follows: 


Tue K & L Morors Company (Exhibit A) 
Statement of Cost of Goods Manufactured and Sold 
March 1, 1920, to November 30, 1920 





Materials: 

Inventory, material and parts, March 1 $ 1,911.00 
Purchases, material and parts: 

For WOGQGUS: <séns ce «6d i-o dé sckvs teen $63,369.00 

POe TOMO > bs tink sen coeo cate ss tae 351.00 

For 5th-wheel tractors ............. 6,970.00 

Del GUIS hic iesh i sikss igen 714.00 

For power-belt attachment ......... 27.00 

TOME kd iiss ci eee 71,431.00 

Add freight and storage ........... 4,209.00 75,640.00 
TORE = os idea dei RaW exh Nc nee caeene 77,551.00 


Less material and parts inventories, November 30: 
For farm tractors and miscellaneous 29,234.00 








For 5th-wheel tractors ............ 9,642.00 
PUP GUNG cn 5 tn bs eenndknecasecan 1,150.00 40,026.00 $37,525.00 
Divest GE 2... 6 eRe aad ss eee 10,183.00 
Manufacturing expense: 
We Sn isos 5 isso ok seats $ 1,745.00 
Salaries, factory office ............... 1,511.00 
Management, factory ............... 4,500.00 
FORO gos 3k ina s SES eaaNG i Se ie bee 1,419.00 
Power, light and heat ................ 376.00 
Maintenance, equipment .............. 316.00 
Deit ii baa i iiinein cecnses sented 82.00 
Pe ORE ET PPE ET Pee eer ee 234.00 
RONG Sai iw ikics vc cscdssdsen sia 750.00 
Incidentals, manufacturing .......... 1,800.00 12,733.00 
Total cost of goods manufactured and sold 60,441.00 
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Tue K & L Morors Company (Exhibit B) 
Income and Profit-and-Loss Statement 
March 1, 1920, to November 30, 1920 
Gross proceeds from sales and service: 








SN on ind cchncbacbanes avs vowke’s $ 1,125.00 
EE SEY SS ee SE 64,350.00 
Power-Welt Gttnchements ooo. ccc ccc cs cescccces 17.00 
INNO. 6 Se i th vis bocce cusneeSececen 4,377.00 
I Ee onan Ada hudedis snes gee heeas cae 6s 1,027.00 
ee 8 wb nwhie oa ehaauciel 180.00 $71,076.00 
Less discounts and allowances ..................+- 544.00 
Net proceeds from sales and service .............4+- 70,532.00 
Deduct cost of goods sold (exhibit A) ........... 60,441.00 
es on bs eeU Es die Guabay ss Cae pa ad 10,091.04 
Deduct selling expenses: 
Gs gn 5 SUE E Swab a bau b ao atone 811.00 
NTs bs Saks divioiy wacneema' eeae> satis oe Caw racen 10,746.00 
DEE anes conssscs fea <codiilnsstndesnseaeul 2,245.00 
i ac ak culos bs wnebea nen &amaoo 4 6-dalee 7,842.00 
i halts «0 sh cuauees hacews Kepee >aceue tre 268.00 
NEN Sir bain os 04 Sap nd vies 714.00 22,626.00 
EES ES Ghee, ot re ET 12,535.00 
Add general expenses: 
Se I 5. o bw sav Uae s Seve cceouee 974.00 
Salaries, executive office .............0-0-ceeeees 3,430.00 
Re rr ry re 2,045.00 
Telephone and telegrams ............0.c2cceeees 592.00 
Collections and exchanges .............+-e-e0e+- 44.00 
EN is nica kao oh RRMe eh sg oweines Sees 600.00 
TE, iN a i caducucwedaeas sue ademee 385.00 8,070.00 
IN no. oo '5. 5 sites ce behek ape vodted 20,605.00 
Add financial expense: 
Te ee ee eemee 238.00 
Fe GE DOF BP ID 6 ino 5 weep gn bdecceecccceccs 20,843.00 
Tue K & L Motors Company (Exhibit C) 
Balance-sheet—November 30, 1920 
Assets 
Fixed assets: 
ES fk ink isan oc cau Reales wiwine $94,240.00 
Machinery and fixtures .............. 3,959.00 
Tools and supplies ................-. 3,758.00 
Demonstration equipment ............ 1,550.00 
ND: dp dtdndeeiekvou sue <dvesvelis 2,413.00 
SE 0 i sian Sek pitas = ake bike winiencaie 419.00 
Office furniture and fixtures .......... 1,611.00 $107,950.00 
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Current assets: 


Inventories—material and parts: 


For farm tractors and miscellaneous $29,234.00 








Sth-wheel tractors ...........se00 9,642.00 
WS Saco i oc cue dawnegees saacees 1,150.00 40,026.00 
WEG BUM. so Sir bik bac i hecwapeies 1,875.00 
Accounts receivable ................- 26,881.00 
Advances against commissions ....... 685.00 
Advances for traveling ............... 1,526.00 
Cale ta me a SRG a eee eee 6,280.00 
POR GRR. occ uc cee pekerkuss obeees 170.00 177,443.00 
Deferred charges: 
Unexpired insurance ................ 439.00 
Discount on capital stock ............ 35,364.00 
Reorganization expense ............. 1,760.00 37,563.00 
$222,956.00 
Liabilities 
Current liabilities: 
PORN a vnc oh ce'secnvdcanvanwas $23,500.00 
Accounts payable .........,.cscecee8 9,587.00 
Late GO sais 26550 0665 idea Boeke 4,784.00 
Ri DOI. Sis Nc osaln ce ve cies 15,467.00 
Royalties due and unpaid ............ 564.00 
Salaries due and unpaid ............. 500.00 
Commissions due and unpaid ......... 265.00 
Contract orders outstanding ......... 8,792.00 63,459.00 
Capital: 
Capital stock authorized ............ $500,000.00 
Less unissued stock ..............05 $19,660.00 
SRI I 6 Sak Eaves cihees <vies 180,340.00 
Deduct deficit (exhibit B) ......... 20,843.00 159,497.00 
$222,956.00 
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No provision has been made for depreciation of fixed assets nor for 
loss from bad debts. 


It is probable that a compromise should be reached between the attitude 
of the company and the attitude of the accountant, but the bank should be 
informed of the facts and of the action taken, because the bank has the 
right to obtain the facts and be the final judge. There is considerable 
justice to the claim that promotion expenses should not all be charged off 
against the lean profits of the promotion period, but on the other hand a 
sharp distinction should be made between promotion and operation expenses. 


It is certainly unjustifiable to carry forward expenses which are elements 
of the cost of manufacture. This would eliminate the following items 
from the foundation-account journal entry: salaries—factory office, labor, 
management—factory, foremen, rent—factory, power, light and heat, main- 
tenance of equipment, incidentals—manufacturing, freight and storage. 


It is also unjustifiable to carry forward expenses connected with sales 
already made, which would eliminate incidentals of sales department, ship- 
ping, discounts and allowances and commissions. 


There are some items which miht be carried forward if the conditions 
warrant it, although there is not enough information to enable one to be 
certain in each case. Reorganization expense has a pretty clear case in 
its favor. Demonstration, advertising and traveling expense may have been 
incurred in the development of a market which has only begun to make 
itself productive. Drafting expense may be virtually a capital expenditure. 


A less clear case might be made out in favor of certain items of admin- 
istrative expense, such as executive salaries, but there seems no justification 
whatever for a wholesale deferring of all expenses up to September 30th. 


No. 2 (27 points) : 

A. B. and members of his family own all the capital stock of the A. B. 
Manufacturing Company. They have entered into an agreement with C. D. 
whereby he is to form a new corporation—tine C. D. Company, Inc.— 
which will acquire the A. B. Manufacturing Company, taking over its 
assets and assuming its liabilities. The A. B. Manufacturing Company’s 
balance-sheet appears as follows: 


Assets 
Plant, less depreciation (book value) ..............5 $1,000,000.00 
re ee ee Be San beawea ie s/o ews U5 OEE 50,000.00 
Pe OOD -... .. scp cheeeabeecescnacscabies 200,000.00 
ec ss aE B ict v.c owe beh eane 600,000.00 
Deferred charges (insurance, etc.) ..............0+:- 5,000.00 


$1,855,090.00 
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Liabilities 
Canital sith GIO os os cde eee nn ta ss de Coens $1,250,000.00 
Wathen SiGe in oii aes i cvik ca Gk Ss 544434555 ee 200,000.00 
Accounts payable and accruals ............--.e00e8: 250,000.00 
Samm inc eS rk eee aes i ec aa es 155,000.00 


$1,855,000.00 


The terms of the agreement are: 

(1) For their present holdings and surplus of the A. B. Manufacturing 
Company, A. B. and his family shall receive common stock and 7 per cent. 
preferred stock in equal amounts at par. The present holdings and surplus 
of the A. B. Manufacturing Company shall be determined by an examination 
to be made by a certified public accountant, after substituting for the book 
value of the plant the appraised value of $1,375,000. 


(2) A. B. and his family are also to receive shares of common stock 
of $100 each par value for the goodwill, which is to be considered as 
equivalent to three times the average annual net profits of the previous five 
years before charging interest and taxes. 


(3) C. D. is to subscribe for $500,000 of twenty-year bonds of the new 
corporation to be issued at 95 net to the corporation, the discount to be 
capitalized and to be amortized over the life of the bonds. 


(4) The expenses of the organization of the new corporation are to be 
borne by it and are to be capitalized temporarily and written off during 
the next three years. 


The profits, as adjusted by the auditor, were: 


Penk POM 5 65 es Vee aes $ 60,000.00 
Sete VON ssc FEES a oe kk Meee 80,000.00 
ERG: WOOP i is 6 ise 0 ck RS 100,000.00 
ah Orr Fe rere 125,000.00 
PR eb css cicckesianshe 135,000.00 


and the necessity was reported for (1) a reserve for bad and doubtful 
accounts of $12,000; (2) a reduction in the amount of inventories of 
$24,000 for obsolete stock, errors, etc., and (3) an increase of $1,500 accounts 
payable for expense invoices not recorded. 


Prepare a statement in columnar form showing: 

(a) The balance-sheet of the A. B. Manufacturing Company, as shown 
above without adjustments, 

(b) The adjustments and financing in accordance with the contractual 
arrangements, and 

(c) The balance-sheet of the C. D. Company, Inc., after giving effect 
to all adjustments and financing required under the contractual arrangements. 
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Explanation of adjustments: 

(A) Debit plant; credit surplus to raise plant to appraised value. 

(B) Debit goodwill; credit surplus. Total profits for five years, $500,000. 
Average, $100,000. Three years’ purchase, $300,000. This surplus 
credit is separated from the other surplus because this credit is 
to be liquidated by common stock, while the general surplus is to 
be liquidated by equal portions of preferred and common stock. 

(C) Debit surplus; credit reserve for bad debts. 

(D) Debit surplus; credit inventories. 

(E) Debit surplus; credit accounts payable. 

(F) Debit cash and bond discount; credit bonds payable. 

(G) Debit capital stock and surplus; credit common stock and preferred 
stock in equal amounts. 

(H) Debit surplus; credit common stock. 

No. 3 (10 points) : 
An expression of your opinion is desired regarding the following: 
Is it legal or sound business policy under any conditions for a corporation 


to declare a dividend out of current earnings while its capital is impaired? 
Is it ever justifiable to pay dividends with borrowed money? 


Answer: It is illegal in the United States to declare a dividend out of 
current earnings while the capital is impaired through prior losses. There- 
fore it would not be sound business policy to declare a dividend under such 
conditions. On the other hand, it is permissible to declare a dividend out 
of current earnings before organization expense and stock discount accounts 
are completely amortized, and it might be good business policy to do so 
if the current earnings are adequate to provide for amortization of such 
accounts, protection of working capital and distribution of cash to stock- 
holders. 

Corporations engaged in the exploitation of natural resources and other 
depleting assets are not required to maintain their capital intact before 
paying dividends. That is, the corporation may pay dividends equal to the 
sum of its profits and the credit balance of its depletion reserve. It would 
be sound business policy to do so if the corporation does not intend to acquire 
another deposit to work after exhausting its present holdings. 

As to the justifiability of paying dividends with borrowed money, it is 
necessary to make a distinction between the legal right to do so and the 
financial expediency of doing so. There is no question as to the legal right. 
The right to declare dividends depends upon the condition of the surplus 
account, not upon the condition of the cash account. It would probably 
be good policy to declare dividends and borrow money for their payment 
in case the failure to pay a dividend would adversely affect the standing 
of the company with the public and with its own stockholders, and in case 
the liquidation of the liability would not cripple the company through a 
depletion of its working capital. It is of course assumed that the company 
has sufficient surplus to warrant the declaration of the dividend. 

No. 4 (10 points) : 

What is the significance of the item on the assets side of a balance-sheet 
usually described as “prepaid or deferred charges” and of that on the 
liabilities side as “wages and other expenses accrued”? 

Answer: Prepaid or deferred charges are debits to expense accounts 
representing expenditures for business benefits which have not been wholly 
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utilized and should be carried forward as assets to be written off against 
the profits of the future period which will receive the benefit of the 


expenditures. 

Wages or other expenses accrued are liabilities for services enjoyed or 
benefits received which have not been paid for, but the liability has been 
recorded by a credit to a liability account to appear on the balance-sheet, 
while the offsetting debit has been made in an expense account so that the 


revenue account will include all expenses of the period, whether paid 
for or not. 
No. 5 (23 points) : 

The X Corporation, under contract, furnishes the M Company part of 
its raw material. This contract at expiration will not be renewed. The 
M Company, unable to purchase this particular material elsewhere, decides 
to buy an unused plant and to equip it with the necessary machinery with 
which to produce the required material. 

To help finance this purchase and to acquire enough raw material for 
the new plant, the company borrows from its bankers $25,000 prior to 
December 31, 1919, and $175,000 during 1920. Of this amount $45,000 has 
been repaid in 1920, leaving a balance of $155,000 due the bankers on 
December 31, 1920. 

This loan has been in the form of short-term notes which are renewed 
from time to time. 

On December 31, 1920, the bankers suggest to the M Company that, 
inasmuch as the loan was principally invested in the fixed assets of the 
company, it should be converted into a mortgage bond issue. 

The M Company, which is a close corporation, feels that, while the 
loan did help finance the plant purchase, it is now practically financing the 
current operations and the company wishes you to use the two accompanying 
balance-sheets and other information derived therefrom to formulate a 
report which it may present to its bankers in support of its views. 

Prepare such statements as you think necessary and draft a letter 
explaining how such statements support the views of the M Company. 

Tue M Company 
Balance-sheet—December 31, 1919 and 1920 





Assets 
December 31 
1919 1920 

ac eas sais iw aaencaen $ 37,000.00  $ 36,000.00 
ee arr mee ee 118,000.00 152,000.00 
EE. |, 55 io» nur tawekia 231,000.00 360,000.00 
Machinery and equipment ..... 82,000.00 101, 000.00 
Sas ae ano Siang 58,700.00 116,500.00 
Pe aeie eco Ck IN GE. vies otk 45,800.00 68,500.00 
Deferred charges ............ 3,850.00 22,300.00 

$576,350.00 $856,300.00 

Liabilities 

Accounts payable ............ $ 1,800.00 $ 26,000.00 
Accrued federal taxes* ..... 4,300.00 26,800.00 
Notes payable—banks ........ 25,000.00 155,000.00 
Reserve for depreciation ..... 87,200.00 42,510.00 
Cee OONEE i vc ay cibuccace ss 400,000.00 400,000.00 
ie BE SS eS ee 108,050.00 205,990.00 











* Federal taxes were computed and charged against profits before 
closing the books each year. 
** No dividends were paid in 1920. 
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Solution. THe M Company 

Comparative balance-sheet 

Assets 
Dec. 31, 1919 Dec. 31, 1920 Decrease Increase 
Ce cs coven ee $ 37,000.00 $ 36,000.00 $ 1,000.00 
DE vag ws cc ead 118,000.00 152,000.00 $ 34,000.00 
re 231,000.00 360,000.00 129,000.00 
Machinery and equipment 82,000.00 101,000.00 19,000.00 
EEE os. 0c Gbkv esses 58,700.00 116,500.00 57,800.00 
EN peers 45,800.00 68,500.00 22,700.00 
Deferred charges ...... 3,850.00 22,300.00 18,450.00 
$576,350.00 $856,300.00 

Increase in assets ...... 279,950.00 





$280,950.09 $280,950.00 








Liabilities 





Accounts payable . $ 1,800.00 
Accrued federal taxes .. 4,300.00 
Notes payable—banks .. 25,000.00 
Reserve for depreciation 37,200.00 
Casital stocks s..0505 5% 400,000.00 
SerGRD Hi cases ciscnsv'es 108,050.00 

$576,350.00 








Increase in liabilities and surplus 





$ 26,000.00 $ 24,200.00 
26,800.00 22,500.00 
155,000.00 130,000.00 
42,510.00 5,310.00 
400,000.00 
205,999.00 97,940.00 J 
$856,300.00 
279,950.00 
$279,950.00 $279,950.00 
, 








THe M Company 
Statement of application of funds 


for the year ending December 31, 1920 


Funds provided: 
By profits : 
Net profit per hooks 


re es 


Add back depreciation, which was a charge against profits 


not requiring expenditure of funds 


ee 
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Funds applied: 


To increase in fixed assets: 


Machinery and equipment ..................+: $19,000.00 

ND nk vate pi Kes éands 4s kines wha 57,800.00 

BOE nc cbbdnsctss cbbdaeathseess«cianiten 22,700.00 99,500.00 
To increase in working capital and deferred charges ........ 3,750.00 

GE ina ts dean odd sod aha aRe kas gedeed bee cuan aaa $103,250.00 


Tue M Company 


Schedule of working capital and deferred charges 


Change in working capital 











Current assets: Dec. 31, 1919 Dec. 31,1920 Decrease Increase 
ST ee $ 37,000.00 $ 36,000.00 $ 1,000.00 
Receivables .......... 118,000.00 152,000.00 $ 34,000.00 
Inventories .......... 231,000.00 360,000.00 129,000.00 
Deferred charges .... 3,850.00 22,300.00 18,450.00 
WES 6535.0 sas dake $389,850.00 70,300.00 
Increase in working assets 180,450.00 





$181,450.00 $181,450.00 








Increase in working assets—down $180,450.00 


Current liabilities: 


Accounts payable .... $ 1,800.00 $ 26,000.00 $ 24,200.00 
Accrued federal taxes. 4,300.00 26,800.00 22,500.00 

















eee 25,000.00 155,000.00 130,000.00 
pe ee $ 31,100.00 $207,800.00 
Working capital ....... $358,750.00 $362,500.00 

Increase in working capital and deferred charges 3,750.00 | 





$180,450.00 $180,450.00 








Gentlemen: The enclosed statement of application of funds shows that 
the net profits for the year 1920 produced funds of $103,250. The total 
expenditures for fixed assets amounted to $99,500, so that the profits were 
sufficient to provide for the increase in fixed assets and leave an excess of 
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$3,750 which was applied to the increase of working capital, necessitated 
by the extension of the plant. 

The working assets increased $180,450, as shown by the schedule of 
a ea and deferred charges. This increase in assets was provided 
or as follows: 





By net profits in excess of capital expenditures ....... $ 3,750.00 
By increase in SY SI an a. oan Lai a tutadilead eke 130,000.00 
By increase in other current liabilities : 

pg OR SR eer ore $24,200.00 

Accrued federal taxes ............... 22,500.00 46,700.00 
OE ok ccesvace bekee ss 4-tenss 60s nkenenoe eee $180,450.00 


These statements seem clearly to substantiate the claim that the profits 
financed the capital expenditures and that the bank loans are financing the 


current operations. Yours truly, 
p oe. ae 4 


No. 6 (23 points) : 
An audit of a set of accounts in order to determine the true profits 
for the years 1920 and 1921 revealed the following: 


On the books of the home office, the account “branch office account 
current” shows a debit balance of $12,250 at December 31, 1920, which was 
erroneously written off to profit-and-loss. At December 31, 1921, a credit 
balance of $2,050 was shown and this also was transferred to profit-and-loss. 


An examination of the branch office records disclosed the keeping of 
asset and liability as well as revenue and expense accounts, and a 
sheet, as at December 31, 1920, showed a net worth of $17,700 credited 
to the home office. Another balance-sheet, as at December 31, 1921, showed 
a net worth of $8,500. 


Before closing of revenue and expense accounts for 1920, the relative 
accounts on both home office and branch books were in agreement, except 
that a draft of $1,500 drawn and recorded by the branch in 1920 was paid 
and recorded by the home office in 1921. 


The results of the closing of the branch office accounts had not been 
recorded on the home-office books. 
Make required adjustments and state 


(a) What effect said adjustments would have on the profit showing 
for each of the years 1920 and 1921 on the ce books and 


(b) What correction is necessitated in the amount of invested capital, 
December 31, 1920 


Solution: The books can be adjusted by a single journal entry as follows: 
Branch-office current account ............... $8,500.00 


een Se eee Te Pee $8,500.00 


To raise the branch current account to the 
amount of the net assets at the branch at De- 
cember 31, 1921, and to adjust the surplus account. 
The debit to branch-office current account needs little explanation. The 
account is closed at December 31, 1921, when it should have a balance of 
$8,500, the amount of net assets at the branch at that date. 


The credit to surplus requires more explanation. 
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The true profits for the two years may be computed as follows: 


Profits for 1920: 





The net assets at the branch at Dec. 31, 1920, were $17,700.00 
The branch current account on the home-office 

books had a debit balance of .................. $12,250.00 
If the home office had taken up the draft for ...... 1,500.00 
the balance of the current account would have been 13,750.00 
The profits were therefore .................000- 3,950.00 


Profits of 1921: 


The branch current account on the home-office 
books at Jan. 1, 1920, should have had a debit 


cc nacenesetedeeeeisebebees tees $17,700.00 
During 1921 the net credits to the current account 

NE TH cn Sao 0 oe nen heenwne bebe aca ness $ 2,050.00 
But this is net after charging the current account 

ee GE Eo es ee cab eee 1,500.00 


As this draft was considered in determining the 
opening balance of $17,700, it is eliminated from 
the 1921 entries, making the result of the 1921 


entries a net credit to the current account of.... 3,550.00 
This would reduce the balance of the current account to 14,150.00 
But the net assets at the branch are only .......... 8,500.00 
Hence there has been a loss during the year of .. $5,650.00 

SuMMARY 
1920: 
Charge to profit-and-loss ...............ceceeeeee $12,250.00 
EE ccs . onc nag dda cheb et deas ns» iikS 3,950.00 
Understatement of profits, surplus and invested capital $16,200.00 
1921: 
Credit to profit-and-loss ..............0 eee eee ees $ 2,050.00 
I Shines a ns 660-0 ws aah ee ahaa 5,650.00 
Overstatement of year’s profit ................. 7,700.00 
Total under-statement of profits, now credited to surplus $8,500.00 


It must be understood that the $16,200 addition to invested capital affects 
the taxable year 1921. 
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Terminology Department 


CoNDUCTED BY THE SPECIAL COMMITTEE ON ACCOUNTING TERMINOLOGY 
OF THE AMERICAN INSTITUTE OF ACCOUNTANTS 


The letters received as a result of the previous articles in this depart- 
ment of THE JouRNAL oF ACCOUNTANCY contain valuable suggestions and 
expressions of a desire to codperate in the work of the committee and it 
is hoped that further frank criticisms and suggestions will be received. 

Terminology is also receiving the attention of such bodies as the 
American Association of University Instructors in Accounting and the 
National Association of Cost Accountants, and The Cost Accountant, which 
is an English journal devoted to “costing,” has had a number of com- 
munications on the subject. 

The committee publishes below a list of words indicating the various 
kinds of bonds, dividends and companies and/or corporations. The two 
latter root words have been merged at this time, pending additional infor- 
mation from different sections of the country as to their relative use. 
Some of the derivatives are used almost solely as descriptive of one or the 
other root word, some used interchangeably with either, while still others 
are used more commonly with one than with the other. 


BOND conditional firstand general issued and out- 
, consolidated mortgage standing 

active consolidated first mortgage jail 
actually issued mortgage first mortgage trust joint 
adjustment construction first and refunding joint stock land 
adjustment continued mortgage ank 

mortgage convertible floating joint collateral trust 
annuity convertible collat- forthcoming judgment 
assented eral trust free junior 
assumed corporation funding and real junior lien 
authorized coupon estate mortgage land grant 
authorized and currency general first large 

issued debenture mortgage legal tender 
authorized and deferred general mortgage Liberty 

unissued definitive gold Lloyd’s 
baby ditch government long term 
bail dividend sharing guaranteed long time 
bearer divisional improvement lottery 
blanket mortgage dollar improvement mortgage 
bonus drainage mortgage munici 
bottomry drawn inactive nominally issued 
called employees’ income nominally 
cancelled equipment indemnity outstanding 
car trust equipment trust indorsed non assen 
charter escrow instalment obligatory 
classified exchequer intersecting sewer official 
collateral extended interchangeable _ optional 
collateral _ extension interest overlying 

participating external interim participating 
collateral income federal land bank intersecting street passive 
collateral mortgage fidelity improvement penal 
collateral trust firstand consoli- irredeemable plain 
common law dated mortgage irrigation post obit 
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preference special revenue Irish industrial 
prior lien stamped liquidating insurance 
profit sharing state liquidation joint stock 
purchase money statutory non cumulative limited 
ragged straight city paid limited liability 
rail aid street improvement passed manu facturing 
real estate subscribed property mining 
reclamation tax relief scrip municipal 
redeemable terminal securities mutual 
redelivery terminal mortgage stock non-operating 
redemption title unclaimed non stock 
refunding treasury unearned one man 
refunding mortgage unassented unmatured operating 
registered underlying unpaid parent 
registered coupon _ unified personal service 
rehabilitation unsecured private 
released indorsed unsubscribed COMPANY and proprietary 
renewal water jor CORPORA- public : 
reorganization water company TION* public service 
respondentia public utility 
revenue : affiliated quasi municipa 
second consolidated DIVIDEND agricultural safe deposit 
mortgage accrued allied securities 
second mortgage accumulated associated security 
secured bond bonding stock 
serial bonus close sub 
short term cash commercial subsidiary 
short time cumulative controlled surety 
simple declared controlling system 
sinking fund deferred eleemosynary trading 
small equalizing finance transportation 
special aid ex financial trust 
special assessment extra holding underlyine 
special asset interim indemnity unlimited 


* The above list is confined to types of companies or corporations or to 
terms descriptive of their general characteristics. 
WaLter Muckiow, chairman, 
420 Hill Building, Jacksonville, Fla. 
Epwarp H. Morran, 
120 Broadway, New York. 
J. Hue Jackson, 
56 Pine Street, New York. 





F. F. WHITE 
As this magazine is going to press, advice is received that F. F. White 
died in Devonshire, England, July 21, 1922. 
Mr. White was for many years a partner of Deloitte, Plender, Griffiths 
& Co. and was well known among the accountants in both England and 
America. He had been a member of council of the American Institute of 
Accountants and at one time was chairman of its committee on profes- 
sional ethics. His death occurred after a long illness. 
RARER ESN Ae OE OED 
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Book Reviews 


THE ACCOUNTANTS’ DICTIONARY, edited by Francis W. Prx.ey. 
Sir Isaac Pitman & Sons, London and New York. 2 vols. 989 pages. 


At a time when accounting terminology is being so widely con- 
sidered as to receive official consideration by the American Institute 
of Accountants and Tae JourNAL or AccouNTANCY in this country and by 
The Cost Accountant in London, the appearance of a new dictionary is sure 
to attract attention. The present volumes are edited by the distinguished 
author, Mr. Pixley, who has written among other works Auditors, Their 
Duties and Responsibilities, which has for many years been regarded in Great 
Britain as the leading authority in its own field. The editor has been 
assisted by nineteen “highly qualified members of the accounting and 
legal professions,” amongst whom are some’of the best known British 
accountants. 

The fact that the work is written by practitioners in Great Britain 
for British readers naturally leads to the treatment of many subjects 
in a British manner and to the inclusion of British procedure, which 
is not of direct use to American readers, ¢.g., many pages are devoted 
to bankruptcy matters, to British income tax, to executors’ accounts 
and to some other similar subjects, in which the procedure is deter- 
mined by law. Such inclusions, however, are not entirely useless to 
American readers for they present in a convenient and condensed 
form much information which practising accountants occasionally 
need, while comparison with foreign methods affords excellent prac- 
tice for the student. The majority of expressions appear in alpha- 
betical order, but many of the important matters are treated in 
groups, e.g., under balance-sheet we find a discussion of the usual 
accounts found therein, such as reserves, sinking funds, plant and 
machinery, etc., while the trading account and profit-and-loss account 
are treated similarly, the result being to bring in one place a dis- 
cussion of the usual items included under the main subject. This 
arrangement facilitates a broad view of the entire question and 
illustrates the amount of information given beyond mere definitions. 

The reader expecting to find many new principles enunciated may 
be disappointed, but if he also seeks sound information on a great 
variety of accounting subjects, he will be well rewarded. It must 
be remembered that one does not consult a dictionary in search of 
novelty so much as to obtain an accurate and authoritative statement. 

On account of my work for the American Institute of Accountants 
in connection with terminology, I admit to some disappointment at 
the absence of a full discussion of some of those balance-sheet and 
profit-and-loss terms which are used so indiscriminately, such as net 
and gross profits, earnings, surplus, etc. There is also disappoint- 
ment at the omission from the list of other words frequently used in 
this country, such as accountant, accountancy, fund, auditor, accruals, 
obsolescence and turnover. On the other hand we find interesting 
matter of. value under such heads as “Accounts, criticisms of,” which 
deals in some detail with the accounts appearing in a balance-sheet 
or profit-and-loss account and reminds one of Mr. Pixley’s How to Read 
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a Balance-sheet and Organization of an Accountant's Office dealing with 
the accounts of an accountant. Similar excellent articles are scat- 
tered throughout the book under such headings as “bills” of various 
kinds; “internal check,” “goodwill,” “investigations.” The article on 
auditing occupies over seventy pages and, besides discussing the 
details of an audit, mentions special points in the audits of various 
enterprises such as banks, builders, building societies, etc. One sub- 
section deals with auditors’ certificates, but here the British legal 
requirements are the chief consideration and there is little discussion 
of the difficulties which beset the American accountant in this regard. 

Reserves, reserve funds and sinking funds are excellently dealt with 
under the head of “balance-sheet” and also under reserves and reserve 
funds. The author enters his protest against the indiscriminate uses 
made of these expressions and insists that fund should be used only 
when cash or securities are in actual possession. At the same time 
he regrets that his views are not shared by all competent accountants 
and, therefore, he cannot lay down the rule that it is incorrect to 
describe an ordinary reserve as a reserve fund—a regret in which we 
all share. A suggestion, worthy of serious consideration, is made to 
the effect that the word “provision” describes more accurately than 
“reserve” the nature of an account set up for the purpose of keeping 
certain amounts out of revenue receipts or for making provision for 
the replacement of some asset, yet none of the pattern balance-sheets 
given in the dictionary coniains any such account. 

The present dictionary may be placed, in size, between Pitman’s 
Dictionary of Bookkeeping or Dawson’s Compendium on the one hand and 
Lisle’s Encyclopedia on the other. It devotes much less space to illustrative 
forms and to mathematical formule and to abbreviations than does 
the encyclopedia but in a general way covers the same ground. While 
it contains little that is new, it does provide a mass of sound state- 
ments on general accounting matters, clearly expressed and well 
arranged. It should find a place in all accounting libraries; it is 
instructive to the student; useful as a book of reference to any 
enquirer, and affords a mine of value to anyone desiring to quote 
high authority on accounting matters, the weight of its authority 


being increased by the fact that its well-known editor is supported © 


by capable colleagues and, we assume, the book is the result of their 
combined experience and knowledge. 

A somewhat detailed comparison of this work with four or five 
others of a more or less similar nature proves conclusively that at 
preseat there is not in existence any vocabulary of accounting terms 
such as is now being prepared by the committee on terminology 
appointed by the American Institute of Accountants. 

WattTer MuckKLow. 





ECONOMICS FOR THE ACCOUNTANT, by Kemper Simpson. D. 
Appleton & Co., New York. 206 pp., cloth. 
Economics for tse Accountant is a short treatise on economic principles 
as they apply or, in Doctor Simpson’s opinion, should be applied to the 
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work of an accountant. S.arting with the general definition that “economics 
is the social science that deals with man in his efforts to make a living 
or to satisfy his wants,” he shows that two processes are always involved, 
consumption and production, consumption being the beginning and the end 
of economic study, for “it furnishes the incentive for economic endeavor 
and it constitutes the ultimate purpose of all economic organization.” The 
accountant’s work deals principally with production, so it follows that 
the book is devoted to the principles underlying production costs and the 
distribution of the producer’s profit. 

Production factors consist of labor, land (including capital goods), 
capital, and that intangible and somewhat elusive element called enterprise, 
management or direction. These factors are represented respectively by 
laborers, owners of land and capital goods, capitalists and entrepreneurs. 
All human effort, whether mental or physical, is classed as labor. Land 
and capital goods are the land, goods, machinery and instruments used by 
the producer in creating his product. Capital is defined as “postponed 
claims on consumption goods expressed in terms of money” lent to the 
producer with which to purchase capital goods. The entrepreneur is the 
man (or group of men) “who controls its policies because he has legal 
ticle to its capital goods and its product.” The economic rewards of each 
class respectively are termed wages, rent, interest and profits. 

After some preliminary discussion of the effect upon prices of demand 
and the medium of exchange, the author proceeds to discuss the main topic 
of his book, economic vs. accounting costs. The elements of raw materials, 
labor, factory overhead, general and administrative expense, selling expense 
and depreciation are seen to be economic as well as accounting costs. 
Further, Doctor Simpson maintains, theoretical (that is, not actually 
incurred or paid) rent, salaries and interest on investment are not only 
economic but also accounting costs and should be included by the account- 
ant in production costs. Finally there is left the pure economic profit 
which goes to the entrepreneur. 

It will be observed that the author departs widely from generally 
accepted accounting practice in his treatment of the above-mentioned 
theoretical elements, not only in analyzing the total profits into the four 
categories given, but in requiring three of them to be included in prior 
production costs. It may also be mentioned that his conception of “pro- 
duction cost,” which includes everything except the entrepreneur’s profit, 
bears slight resemblance to the accountant’s “cost of production.” Like- 
wise his “gross profit” is not the difference between sales and cost of 
sales but the entrepreneur’s profit plus interest on the invested capital. 

Three appendices close the book, two being elaborate arguments in 
favor of the author’s views of disputed elements of costs, e.g., interest 
on investment, and the last giving a list of questions in economics asked 
in several state C. P. A. examinations, with references to the chapters 
in the book where answers may be found. 

The accountant who reads the book will enjoy the little trip into the 
rarer atmosphere of economic theory, and if it leads him to a wider study 
of the science of economics, so much the better for him. The broader 
the education, the better the accountant. But when he gets back to the 
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solid ground of practical accounting he will quickly be confronted with 
some knotty problems to be solved before Doctor Simpson’s theory as a 
whole can be reduced to practice. W. H. Lawton. 





PROBLEMS IN BUSINBSS FINANCE, by Epmonp E. Lincoitn. A. W. 

Shaw Company, Chicago, 1921. 525 pages. 

It has been only a few years since the “case system” or the “problem 
method” of instruction in business was first proposed. The proposer was 
thought more or less radical at the time, and the idea was not received 
with any especial enthusiasm. It practically meant, as was stated by a 
leading business educator, the scrapping of all that had been accomplished 
during the lifetime of those actively engaged in business education. Yet 
today the problem method of teaching business is taken for granted, and 
business schools everywhere are actively engaged in gathering materials 
and in the preparation of problem books for classroom use. Some of the 
leading correspondence schools, even, have of late been advertising that 
their courses are now being taught by the problem method. 

Professor Lincoln’s book is one of the first “problem books” to appear. 
The problems have been drawn directly from the financial experiences 
of many business men and bankers. They represent more tkan one hundred 
and twenty-five totally different kinds of business and industry and 
hundreds of separate concerns. 


The first part of the book contains a full outline and a rather complete 
bibliography “for a general course in business finance dealing primarily 
with small and medium-sized industrial concerns.” This is followed by 
a brief statement to teachers, students and to general readers, after which 
the author makes a general survey of the field, points out the distinctions 
between “trust” finance and “corporation” or business finance and empha- 
sizes the importance of proper purchasing, of adequate working capital, 
of established credit, etc. Professor Lincoln states that “it is an American 
commercial trait to overrate the selling end of the business,” and he then 
proceeds to point out the evils of “over-selling,” of making special con- 
cessions to customers, etc. Successful financing is largely a matter of 
codperation—coéperation between banks and business concerns and between 
numerous business concerns themselves. 

The rest of the volume—comprising some 450 pages—is given over 
to the problems and to accompanying references, which usually give a 
clue to the solution. Part II of the text takes up the sources of capital, 
and discusses the numerous problems involved in the raising of fixed and 
working capital. Some 112 problems compose this part of the volume. 
Problems of internal financing are next discussed. These problems include 
the financial aspects of purchasing goods, producing goods, selling goods 
and administering the earnings. In selling the goods, the author considers 
sales and price policies, codperation between the credit and sales depart- 
ments and the customer, the problem of discounts and of collections and the 
financial aspects of advertising. We believe the codrdination of the 
various functions of purchasing, manufacturing, selling and financing might 
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have received somewhat more attention, for that internal control of 
departments—sometimes spoken of as budgeting—is as essential to business 
success as is the external codperation which Professor Lincoln emphasizes. 
Fifty-eight problems are included in this section of the text. The 
remainder of the book furnishes problems on financial involvements, 
receiverships, reorganizations, promotions, etc., etc. Twenty-one problems 
furnish material for this section of the book. 


A statistical appendix of some forty pages contains much practical and 
interesting information concerning such things as the number and size of 
industrial concerns in the United States by five-year periods from 1899 
to 1914, the standards for credit granting in various industries, the financial 
standards in the rubber, automobile and cotton industries, classified 
expenses and annual turnover of stocks in retail stores, corporation income 
distributed by industriai groups, etc. A very interesting table of the 
record of business failures in the United States is also shown. 


To the layman it would appear that Professor Lincoln has done 
exceedingly well a quite difficult and heretofore untried task. The volume 
is not one which will appeal greatly to the general reader, but to the 
student of business finance who will read first the general references and 
will then give intelligent thought to the accompanying problems the book 
will prove of great benefit and a real inspiration. The book is not without 
faults, but there is so much more of good that might be said about it that 
we shall not attempt any adverse criticism of it. It is well printed, and 
contains an exceedingly full and valuable table of contents. There is no 
index. J. Hue Jackson. 





WALL STREET ACCOUNTING, by Frepericx S. Topman. The Ronald 
Press Co., New York. 350 pp. 


Wall Street Accounting is an enlarged and revised edition of the 
author’s Brokerage Accounts, published in 1916. It gives a complete 
description of accounting methods, books and forms used by the leading 
brokerage houses in New York and other large cities and, in addition, a 
very informing analysis of the technique of trading on the stock and 
commodity exchanges. The change in title from the 1916 edition is well 
advised, for the book deals with stock and commodity brokerage only, 
and the old title was therefore somewhat misleading, as the writer, who 
once searched vainly in it for information on real estate brokerage, can 
testify. : 

The auditing of a stockbroker’s books calls for the maximum of 
accurate detailed verification in the minimum of time, and naturally this 
class of business is chiefly confined to a few large and well-equipped public 
accounting firms. The public accountant of limited experience and 
resources who rashly accepts such a contract ventures in where angels 
fear to tread. If he doubts it, let him read Mr. Todman’s book, But 
whether for informing or for deterrent purposes, the book should be in 
a public accountant’s library. W. H. Lawton. 
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MATHEMATICS OF ACCOUNTING AND FINANCE, by Seymour 
Watton and H. A. Finney. Ronald Press Co., New York. 274 pages. 
“The earlier chapters explain in considerable detail a number of short 

processes and practical suggestions that may be apolied in routine com- 

putations of any sort. Particular attention has been given to the matter 
of adequate checks upon calculations. 

“The central portion of the book treats of the special applications of 
arithmetical principles and short methods to the problems of individual 
lines of business. 

“In the final chapters an attempt has been made to explain, in simple 
terms, convenient ways of using logarithmic and actuarial methods in the 
solution of business problems relating to compound interest, investments, 
annuities, bond discount and premium, effective bond rates, leaseholds and 
depreciation.” 

This is a quotation from the preface and recites the subjects treated 
in Mathematics of Accounting and Finance. The book is written through- 
out in clear and simple terms and with few exceptions the methods of 
solving the specimen problems are discussed at length so that the reader 
or student may follow the reasoning leading up to the results and for- 
mulas given. The short cuts and suggestions in the earlier chapters seem 
rather obvious and in reading them over one wonders what the authors 
meant by “material of advanced nature” referred to elsewhere in the 
preface. They are indeed so elementary that the public school may 
reasonably be expected to have, prepared the average person for the 
exercise of his reasoning faculties when confronted with these everyday 
problems of office and business arithmetic. However, the suggestions 
themselves are good enough although many more, and more useful ones, 
could have been given. The central portion deals with a number of special 
problems that are met in the ordinary office or business routine, as for 
instance, averaging accounts, liquidation of partnerships, caiculation of 
goodwill, consolidation of foreign-branch accounts with the head office 
books, etc. None of these topics is treated at all exhaustively but a student 
of accounting and business methods will find a good deal of useful infor- 
mation in that part of the book. The chapters on logarithms, simple and 
compound interest, annuities, bond values, etc., present the solutions of the 
various standard problems very clearly; but here also there is no material 
improvement upon the treatment in the school texts. 

On the whole the merit of the book lies more in the special information 
which it gives on various subjects than in the exposition of arithmetical 
or mathematical processes. A. van Oss. 





Society of Incorporated Accountants and Auditors 
The thirty-seventh annual meeting of the British Society of Incorpo- 
rated Accountants and Auditors was held in London, May 18th. The 
report of the council showed that on December 31, 1921, the society’s roll 
contained the names of 3,360 members. 





Missouri Society of Certified Public Accountants 
At the annual meeting of the Missouri Society of Certified Public 
Accountants, the following officers were elected: President, E. G. H. 
Kessler; first vice-president, Page Lawrence; second vice-president, O. M. 
Cartall; treasurer, F. A. Wright; secretary, E. W. Gottenstrater. 
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REPORTS 
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F. Gordon Blackstone announces the removal of his New York office 
to 2 Rector street. 





J. W. McCullough & Co. announce the removal of their offices to 
708-710 Union National Bank building, Houston, Texas. 





Leon Brummer and Sanford Becker announce the formation of a 
partnership, practising under the firm name of Leon Brummer & Becker, 
with offices at 53 Park place, New York. 
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